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PRODUCTIVITY THAT'S ALWAYS WITH YOU 


What if you had a team of experts working to help your firm squeeze more 
productivity out of every click? An army of technologists and tax specialists 
behind the scenes every day, ensuring that your software performs 
flawlessly and making every tax season more productive than the last? 


It’s intriguing. And it’s exactly what you get with UltraTax CS. Not to 
mention a profession-leading list of integrated features, including: 


e The most advanced client portal technology in the profession. 
e Online invoicing, credit card payment acceptance, and much more. 


¢ Source document scanning and advanced data sharing technology 
that can turn a series of complex processes into one simple workflow. 


What could you do with an always-on connection to the most powerful 
minds in tax and accounting software? It’s time to find out. 


THOMSON REUTERS* 


WHO'S GROWING WITH US 


- The Big 4 and Global 7 accounting firms. 
- 97 of the top 100 accounting firms. 
- More than 1,500 accounting 
firms, alliances, corporations, 
government agencies, 
societies and 


universities. 





PREPARED FOR 7 


Becker Professional Education offers two powerful ways to develop 
your people and enhance the value of your organization. 


CPA Exam Review 
. More than 400,000 candidates have passed the CPA Exam with Becker. 
. Students who prepare with Becker pass the exam at double the rate 


of non-Becker candidates* 


Continuing Professional Education 

- Covers the critical topics your people need to know such as 
JFRS, revenue recognition and fair value. 

- Two convenient formats: webcast and on-demand 





BECKER 


Visit becker.com to learn more 
PROFESSIONAL EDUCATION 


“Becker Professional Education students pass at twice the rate of all CPA exam candidates who 
did not take a review course from Becker, based on averages of AICPA-published pass rates. Data 


verified by an independent, third-party firm. 
©2010 Becker Professional Development Corporation. All rights reserved. ACCOUNTING | FINANCE | PROJECT MANAGEMENT 





Kimberly-Clark uses Global Integrator 
to fold up their world of tax compliance. 


Whether your business operates in yen, euros or dollars, chances are good that you’re faced 
with several challenges when it comes to tax data aggregation, provisioning, reporting and 
compliance. Global Integrator can help you simplify your tax management. 


Global Integrator 
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“With Global Integrator, we are implementing a single 
process for both U.S. and GAAP tax accounting across 
our 200+ entities and have saved over 9,000 hours and 
52 elapsed days from our U.S. tax compliance process.” 


Patrick Callahan, Director - Tax Accounting & Reporting, 
Kimberly-Clark 


To learn how Global Integrator can work 
for you, call us today at 866-513-CORP 


(866- 513-2677) or visit CCHGroup. oT TAL 
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2 2 | Hitting the Target: National Survey Looks 
' at How CPA Firms of All Sizes Stack Up 


by Alexandra DeFelice 

The 2010 PCPS/TSCPA National MAP Survey took the pulse of nearly 3,000 CPA 
firms. The survey results paint a financial picture of the profession and provide a 
host of metrics to use in benchmarking your firm. 


> For CPAs in public practice 
2 8 | Survey Highlights Emerging Tools for 

' Firms of All Sizes 
by Alexandra DeFelice 
Learn how firms are keeping up with software and hardware developments, includ- 
ing paperless systems, multiple monitors, time and billing software, client portals 
and social media, among others. 
b> For CPAs in public practice 
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34 | PROFESSIONAL ISSUES 

What Does It Take to Lead? 

by Alexandra DeFelice 

Certain skills are critical for emerging 
professionals who want to move into 
leadership roles. In this article, CPAs who 
have followed different career paths share 
their personal stories and tips for success. 


> For emerging CPAs and their employers/ 
mentors @ 





37 | AUDITING / BUSINESS & 
INDUSTRY 

Renewed Focus on Loss 
Contingency Disclosures 

by Kim Nilsen 

The SEC is expected to pay close atten- 
tion to compliance with financial state- 
ment disclosure rules regarding possible 
court losses. The scrutiny is intersecting 
with an existing treaty between lawyers 
and accountants forged by the AICPA 
and the American Bar Association. Get a 
closer look at the issue and what it 
means for companies and their advisers. 


> For auditors and CPAs in business and 
industry @ 


» 
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40 | PRACTICE MANAGEMENT 
Mining Tax Clients for 


New Business Opportunities 
by Edward Mendlowitz, CPA/ABV/PFS/CFF 


For many firms, the largest volume of 
clients is for tax return services. Using 
the tax return interview to gather infor- 
mation is one of the most effective ways 
to provide benefits to your clients while 
increasing your revenues. 

» For CPAs in tax practice 





45 | TAX 


Tax Relief for Homeowners 


With Corrosive Drywall 
by Karl L. Fava, CPA; Ellen Weiss, Esq.; 
and Robert E. Huber, CPA 


Homeowners with “corrosive drywall” 
may be able to take advantage of a 2010 
revenue procedure with a safe harbor for 
claiming a casualty loss deduction. The 
safe harbor allows taxpayers to deduct 
costs for damages that might not other- 
wise qualify as casualty losses, but gen- 
erally requires that taxpayers pay for 
repairs to determine the amount. 

> For CPAs who advise individuals on income taxes 
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You set the rhythm we move to 


ae Deloitte Growth Enterprise Services is focused on serving companies, from start-ups to those with up to $1 billion in annual revenue. We 
_scale our services to suit your company. We customize service offerings to meet specific needs. And we invest our time and attention in 


building a strong relationship. You get our resources, experience, and insight — all moving to the beat of one drummer. You. 


To learn more about specific ways we can help your company, go to www.deloitte.com/us/dges 


USA 


p Coen reloads Sponsor 


Professional Services means audit, tax, consulting and financial advisory services. Z 


As used in this Platina “Deloitte” means Deloitte & Touche LLP, Deloitte Consulting LLP, Deloitte Financial ‘ 


¢ Advisory Services Has and Deloitte Tax'LLP. which are, separate subsidiaries of Deloitte LLP. Please see 
www.deloitte:com/us/about for.adetailed description of the legal structure of Deloitte LLP and its subsidiaries. 
Certain services-may not be available to attest clients under the rules and regulations of public accounting. 


Copyright COMPA APY oe CUPL lol anteare MRane-U Mre [a Cacecrctn oP 
Member ‘of Deloitte Touche Tohmatsu Limited 
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Deloitte. 


ONLINE 





Journalof Accountancy.com 





@ FEATURED VIDEO 

Three Key Steps for Managing Young CPAs 

To keep young CPAs engaged and polish their communication 

YOUR SOCIAL MEDIA skills, start by setting expectations right out of the gate about 

ACTION PLAN the number of hours they will spend on soft skills training and 
Bet client service, and ask them to account for those hours. Then 

Be a eoorcce require them to practice their public speaking, says Troy 

released “Establishing a Social Waugh, CPA, CEO of FiveStar3 LLC. And make sure they con- 

Media Presence Action Plan” an centrate their networking within your existing client base, adds Waneee who sees a 

Excel file that helps you track the big potential downside to asking young CPAs to go outside their firm’s client list to 





critical learning and implementa- Bere for new business. 
tion steps of getting your social Also on journalofaccountancy.com, find tips for becoming a better mentor and 
media strategy off the ground. retaining your firm or organization’s top talent. 


The spreadsheet, available at 
tinyurl.com/38vrsqd as part of 





the PCPS's Social Media Toolkit, ONLINE EXTRAS 
outlines 15 key action items to fol- 
low when establishing your pres- @ VIDEO 
ence on social media sites. The The Virtual Classroom 
items are split into three sections: Gary Previts, chairman of the Department of Accountancy at 
create your plan; get started and Case Western Reserve University, says distance learning is open- 
follow your plan; and evaluate, ana- ing up new opportunities for accounting education and that 
lyze and update your plan. FASB’s online Accounting Standards Codification is powering a 
Each action item includes links more research-based approach to learning. 
to additional guidance related to 
the goal, including JofA articles @ AUDIO 
and videos and resources from 10 Tech Answers Every Nontechnical Executive Manager Must Demand 
several state CPA societies, and JofA Senior Editor Alexandra DeFelice interviews CPAs about how they can chal- 
fields to assign deadlines and lenge employees in technology-related positions to think like entrepreneurs to pro- 
owners for the action item. vide greater value to the company. 
The Social Media Toolkit also in- 
cludes Social Media Matters, a ™ DOWNLOADS 


booklet that outlines how CPA 
firms can use social media. It con- 
tains a chart that compares the top 
social media tools—LinkedIn, Twit- 
ter, Facebook and blogs—based on 
usefulness for firms. 

For more social media tips, 
visit facebook.com/Journalof 


Accountancy and click the “Tips” WEBSITE AWARDS 
link in the left column. ® 2010 Silver Medal: Best B2B Website 
Tabbie Awards; Trade, Association and Business Publications International 


@ 2010 Silver: Association/Non-Profit Website 
Eddie Awards; Folio: magazine 


Foreign Currency Management Tools 

Take your management of foreign currency exposures to 
the next level with a written policy statement, cash flow 
worksheets and checklist (also see “How to Manage Fluc- 
tuations in Foreign Currency Rates,” page 19). 








—By Megan Pinkston (mpinkston@aicpa.org), 
the JofA’s senior online editor. 








6 Journal of Accountancy April 2011 www.journalofaccountancy.com 


Bee WiC nen cee Cis tare 











Every client is different, but they all have one thing in common. To stay successful, 
they need to focus on running their businesses and not navigating payroll 
complexities, healthcare insurance and new tax regulations. 





Join the more than 20,000 CPA firms that have broadened 
their service offerings and enhanced their roles as 


trusted business advisors by referring their clients to Paychex. MU men alles 


iain ane ; will receive 
Participation is free and there is no obligation. Enroll online at 


www.cpa2biz.com/paychex, by phone at 877.534.4198 
or through your local Paychex representative. 
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AICPA Trusted Business Advisor” Solutions 


_ Transforming Client Services through Cloud-Based Solutions 






ry technology doesn’t 
for a 21st century audit. 
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Confirmation.com online audit confirmations 


lf your firm still relies on the mail to deliver your confirmation 
requests, there’s always a chance it could end up in the wrong 
hands and expose your firm to fraud. Confirmation.com uses 
secure, web-based technology that eliminates the time-consuming 
paper-based process while providing the highest level of security 


to protect sensitive financial information. The result— quicker, more 


efficient and more secure responses to your confirmation requests. 


To learn more, visit cpa2biz.com/confirmations 


N Civay pe Institute of CPAs 





Key benefits of Confirmation.com 


e You control the audit 
confirmation process 


e 100% guaranteed response rate* 


e Average turnaround time 
of 24-48 hours” 


e Data centralized in one location 


*When a request is sent to an In-Network Responder 


Sl to you by 
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Letters 


ROAD TRIP 

Just a comment on the lighter side for a change: When the December I've driven Route 66 from end to end, and the 13-mile Kansas 

2010 issue of my JofA arrived, I immediately noticed the title on | section several times. Baxter Springs is indeed one of the “Mother 

the cover, “Listening to Main Street.” As a Route 66 aficionado, | Road’s” historic towns. 

it reminded me of the clas- Thank you for adding “The Last Word” feature a few years 

sic nickname given to that | back. Its one of my favorite columns; it shows that accountants 

fabled, historic highway: | are real people, too. 

“Main Street cf America.” James J. Thole, CPA 
OK, nota big deal ... so far. Manchester, Mo. 

But then, in “The Last Word” 

column on the back page, in 

cheStonyebont Denn Hi, | Give Us Your Feedback 


there is a long paragraph The JofA encourages readers to write letters commenting on the 
about the location of her magazine’s content. Letters should be no longer than 500 words 
hometown, Baxter Springs, and may be edited for length and clarity. Please include your tele- 
Kan., on Route 66! What an phone number, city and state of residence and e-mail address. 


GbAe Conidcheehihacathis E-mail: joaed@aicpa.org * Fax: 919-419-5241 ¢ Mail: Letters to 
the Editor, Journal of Accountancy, AICPA, 220 Leigh Farm 


story would appear in the | 0 


magazine with that cover. 





Your CPA. 
Few prepare 
as rigorously. 


They are the commandos of finance. The 

best of the best. So dont trust your taxes to 
just anyone. Go with a supremely trained 
professional. AICPA. 


Qualifications Include: 
College graduate 


Generally 150 hours of education 


Often a Master's in-Finance or Accounting 


Passed the-demanding CPA exam 
Licensed by a state to practice 
Commitment to CPA ethical standards 


120 hours of continuing education 
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Position your firm as a major player to 
increase the perceived and billable 
value of your work. 


Designed for organizations serving 
discerning clients, the PrestigeFolder™ 
with built-in pockets can help 
position your firm with credibility 

and professionalism. 


Lockhart’s PrestigeFolder™ 
features include: 


e Holds everything from your smallest 
presentation to your largest 


e Classic pocket folder design for 
a premium client experience 


e Available in 3 spine widths and 
4 pocket combinations 


Call 800-966-2709 today 
for your free samples! 
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NewsDigest 


ACCOUNTING/REVIEW SERVICES 

@ The Accounting and Review Services 
Committee is seeking comments on the 
exposure draft for Proposed Statement on 
Standards for Accounting and Review 
Services, The Use of the Accountant’s Name 
in a Document or Communication Contain- 
ing Unaudited Financial Statements That 
Have Not Been Compiled or Reviewed. 

The proposal amends SSARS no. 19, 
Compilation and Review Engagements (AICPA, 
Professional Standards, vol. 2, AR sec. 60), 
to address considerations for accountants 
asked to permit the use of their name in a 
document or communication containing 
unaudited financial statements that have 
not been compiled or reviewed. 

The proposed SSARS would establish 
a requirement that prior to permitting the 
use of his or her name in such circum- 
stances, the accountant should read the fi- 
nancial statements and other information 
in the document and consider whether 
such financial statements and other in- 
formation appear free from obvious ma- 
terial misstatements and from material 
inconsistencies with other knowledge or 
information that the accountant may have 
obtained. 

The proposed SSARS would establish 
a nonreporting option when the account- 
ant permits the use of his or her name in 
a document or written communication 
containing unaudited financial statements 
that have not been compiled or reviewed 
provided that the accountant requests that 
the client clearly indicate that the unau- 
dited financial statements were not com- 
piled or reviewed by the accountant. 

The proposed effective date is for 
unaudited financial statements that have 
not been compiled or reviewed for peri- 
ods ending on or after Dec. 15, 2011. The 
comment period for the ED ends April 





HIGHLIGHTS 


BA blue-ribbon panel in January submitted a report to FASB’s par- 
ent organization-the Financial Accounting Foundation (FAF)-rec- 
ommending significant changes to the future of accounting standard 
setting for private companies, including a separate standard-setting 
board. 

The panel concluded that “there are urgent and growing systemic issues that 
need to be addressed in the current system of U.S. accounting standard setting,” 
the report states. 

The panel believes that “the system should focus on making exceptions and 
modifications to U.S. GAAP for private companies that better respond to the 
needs of the private company sector rather than move toward a separate, self- 
contained GAAP for private companies or a wholesale reorganization of GAAP” 
at least in the near term, according to the report. 

The report recommends establishing, under FAF’s oversight, a separate pri- 
vate company standards board to help ensure that appropriate and sufficient ex- 
ceptions and modifications are made, both for new and existing standards. The 
new board would work closely with FASB to create a coordinated and efficient 
standard-setting process but would have final authority over such exceptions and 
modifications. 

A comprehensive review of the new board would be conducted in three to 
five years to evaluate its effectiveness and determine whether to “maintain it as 
is, make additional process improvements, or sunset it,” according to the report. 

The panel also recommends creating “a differential framework (set of deci- 
sion criteria) ... to facilitate a standard setter’s ability to make appropriate, jus- 
tifiable exceptions and modifications.” 

Among its short-term recommendations, the panel suggests that FASB should 
consider a delay for private companies in the effective date of major new stan- 
dards, especially those issued in connection with the FASB-IASB Memorandum 
of Understanding (MOU) projects, that is longer than the now-routine one-year 

(Continued on page 15) 


29. Read the proposal at tinyurl.com/ 
23wgbp2. 


BANKING 

M@ Mortgage servicers reported a 31.2% 
jump in new foreclosures in the third quar- 
ter of 2010, but the nation’s mortgage 
portfolio showed some signs of stabilizing 
as the rate of serious delinquency dropped 
to its lowest point in five quarters, and the 
percentage of mortgages in good standing 
remained unchanged. 


The OCC and OTS Mortgage Metrics 
Report, Third Quarter 2010 said 382,751 
foreclosures were initiated in the quar- 
ter—the most in more than a year. The 
report also indicated that “new foreclo- 
sure actions are likely to continue rising 
as alternatives for seriously delinquent 
borrowers are exhausted.” 

The report covers about 64% of all first- 
lien mortgages in the country—about 33.3 
million loans with $5.8 trillion in out- 
standing balances. 
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The report said 87.4% of all mortgages 
were current and performing in the third 
quarter, the same rate as the previous 
quarter but slightly better than the 87.2% 
rate in the year-ago period; 5.8% of all 
loans were seriously delinquent (60 or 
more days past due, or 30 or more days 
past due in the case of borrowers in bank- 
ruptcy), down from 6.2% a year earlier. 
However, the report noted a slight uptick 
to 3.2% in the rate of loans delinquent be- 
tween 30 and 59 days. 

While the number of loan modifica- 
tions declined by 17% from the previous 
quarter, lenders continued to aggressively 
pursue principal and interest rate reduc- 
tions of loans they did modify. In the 
overall portfolio, 88.2% of modifications 
made in the third quarter reduced prin- 
cipal and interest payments; and 54.1% 
reduced monthly payments by more than 
20%. Nearly all modifications under the 
Home Affordable Mortgage Program 
(HAMP) reduced borrowers’ principal 
and interest payments, and 76% reduced 
monthly payments by 20% or more. 

Re-default rates continued to drop on 
modified mortgages. Only 10.5% of loans 
modified in the second quarter of 2010 
were 60 or more days delinquent three 
months after modification compared with 
an 18.7% re-default rate in the same cat- 
egory a year earlier. Likewise, 4.7% of 
loans modified in the second quarter were 
90 or more days delinquent three months 
after modification compared with 9.6% a 
year earlier. The corresponding re-default 
rates for HAMP modifications were lower 
across all categories. 

The report is available at tinyurl.com/ 
Aqajkkt. 

@ The FDIC approved an interim final 
rule under the Dodd-Frank Wall Street 
Reform and Consumer Protection Act that 
Chairman Sheila Bair said furthers the 
statutory intent that “creditors bear the 
losses of any failure.” The rule clarifies 
how the agency will treat certain creditor 
claims under the new orderly liquidation 
authority established under Dodd-Frank. 

“Shareholders and unsecured creditors 

should understand that they, not taxpay- 
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ers, are at risk,” Bair said in a press release. 
“This rule represents a significant nar- 
rowing of the discretion provided under 
Dodd-Frank for differentiation among 
creditors, consistent with the law’s over- 
arching public policy objectives to maxi- 
mize market discipline and make clear 
that all equity and unsecured debthold- 
ers are at risk of bearing loss.” 

The FDIC's press release further em- 
phasized: “In no event may taxpayer money 
be used to cover losses associated with the 
failure of a large financial firm.” 

Title Il of Dodd-Frank provides a 
mechanism for appointing the FDIC as re- 
ceiver for a financial company if the com- 
pany’s failure and its liquidation under the 
Bankruptcy Code or other insolvency pro- 
cedures would pose a significant risk to 
the financial stability of the United States. 

The interim final rule differs from the 
Notice of Proposed Rulemaking (NPR) 
(tinyurl.com/2bbd3r6), which was re- 
leased in October 2010, by clarifying the 
standard for valuation for collateral on se- 
cured claims and by clarifying the treat- 
ment of contingent claims. One aspect of 
the NPR elicited a number of comment 
letters: The availability of additional pay- 
ments to creditors under the authority of 
Dodd-Frank. 

The interim final rule does not change 
this proposal from the NPR. The FDIC 
said many people who submitted com- 
ments said it was important to limit any 
“additional payments” as a means of re- 
ducing moral hazard and instilling mar- 
ket discipline. Others were concerned 
with the prohibition of any additional 
payments to holders of long-term debt, 
which is defined as debt with an origi- 
nal term of more than 360 days, based 
on the misapprehension that shorter- 
term creditors are likely to receive such 
payments. 

The FDIC said in its press release that, 
under the standards of Dodd-Frank and 
the interim final rule, the concern is un- 
warranted. Short-term debtholders are 
highly unlikely to meet the criteria set 
forth in the statute for permitting payment 
of additional amounts. In virtually all 





cases, holders of shorter-term debt will 

receive the same pro rata share of their 

claim that is being provided to the long- 
term debtholders. 

Under the interim final rule, no cred- 
itor can receive any additional payment 
unless the FDIC Board of Directors has 
determined, by recorded vote, that the 
payments meet the statutory standards. 
In addition, such payments are subject 
to recoupment if ultimate recoveries are 
insufficient to repay any temporary gov- 
ernment liquidity support provided as 
part of the orderly wind-down. This re- 
coupment must occur before imposition 
of a general industry assessment to cover 
any shortfalls. The interim final rule also 
addresses discrete issues within the fol- 
lowing broad areas: 

1. The authority to continue operations 
by paying for services provided by em- 
ployees and others (by clarifying the 
payment for services rendered under 
personal services contracts); 

2. The treatment of creditors (by clarify- 
ing the measure of damages for con- 
tingent claims); and 

3. The application of proceeds from the 
liquidation of subsidiaries (by reiterat- 
ing the current treatment under corpo- 
rate and insolvency law that remaining 
shareholder value is paid to the share- 
holders of any subsidiary). 


FINANCIAL REPORTING 
@ FASB Chairman Leslie Seidman said 
via webcast in January that FASB and the 
International Accounting Standards 
Board (IASB) reached a compromise on 
a single approach to impairment for fi- 
nancial instruments. She acknowledged, 
however, that substantial constituent 
feedback on the boards’ joint proposals 
for revenue recognition and leases reveals 
several major issues the boards will need 
to deal with in the next few months. 
The financial instruments impairment 
compromise released for comment Jan. 
31 combines key features of the boards’ 
separate proposals. The supplementary 
document containing the proposal is 
available at tinyurl.com/4jkmuva. 
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“We've decided to ask constituents to 
provide input on an impairment model for 
financial assets such as loans that would 
recognize a portion of the estimated loss 
over time unless greater losses are expect- 
ed in the foreseeable future, in which case 
that larger floor amount would be recog- 
nized currently,” Seidman said. “We want 
to see whether people think this is an im- 
provement to current reporting standards 
and whether it’s operational before we get 
too far along.” 

On the issue of classification and meas- 
urement of financial instruments, Seid- 
man said FASB received “overwhelming 
feedback” that preparers, auditors and 
others would prefer to have loans held for 
collection recorded on the balance sheet 
at amortized cost with a more robust im- 
pairment test. 

This limited cost approach aligns 
more closely with the IASB’s model in 
IFRS 9 and recommendations made by 
the AICPA’s Accounting Standards Exec- 
utive Committee (AcSEC), now known as 
the Financial Reporting Executive Com- 
mittee (FinREC). 

Seidman said FASB unanimously 
agreed that at least some assets should 
qualify for cost accounting and has start- 
ed its discussion on which ones might 
qualify. 

Regarding the boards’ Revenue 
Recognition and Leases projects, Seid- 
man said the boards remain committed 
to completing their priority joint proj- 
ects (Financial Instruments, Revenue 
Recognition and Leases) by June. But she 
added that “these target dates are sub- 
ject to the nature of constituent feedback 
received.” 

On implementation dates, she said 
constituents support a single implemen- 
tation date for all new standards rather 
than a staggered approach. 

@ FASB and the IASB released a joint pro- 
posal that addressed offsetting transac- 
tions. The exposure draft (available at 
tinyurl.com/4k6hhj5) proposes to estab- 
lish a common approach to offsetting fi- 
nancial assets and financial liabilities on 
the statement of financial position (bal- 
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ance sheet). The proposal seeks to end a 
stark difference in reporting between IFRS 
and U.S. GAAP that IASB Chairman Sir 
David Tweedie said “is not acceptable in 
global capital markets.” 

In the press release announcing the off- 
setting proposal, Tweedie said, “The fact 
that companies can, in some instances, re- 
port IFRS balance sheet figures that are 
double the size of their U.S. GAAP num- 
bers is not acceptable in global capital 
markets. ... The proposals would elimi- 
nate the differences in offsetting require- 
ments.” 

“This proposal would change U.S. 
GAAP to require netting in a narrower set 
of circumstances, but the effect of other 
forms of credit mitigation would be dis- 
closed in the footnotes,” FASB Chairman 
Leslie Seidman said in the press release. 

Offsetting, otherwise known as net- 
ting, takes place when entities present 
their rights and obligations as a net 
amount in their statement of financial po- 
sition. Currently, the circumstances when 
financial assets and financial liabilities 
may be presented in an entity’s statement 
of financial position as a single net 
amount, or as two gross amounts, differ 
depending on whether the entity reports 
in IFRS or U.S. GAAP. 

The accounting differences result in 


the single largest quantitative difference 
in reported numbers in statements of fi- 
nancial position prepared in accordance 
with IFRS or U.S. GAAP, the proposal 
states. This reduces the comparability of 
financial statements, and is especially 
prominent in the presentation of deriv- 
ative assets and derivative liabilities by fi- 
nancial institutions. The boards said 
users and preparers of financial state- 
ments, the G-20 and the Financial Sta- 
bility Board (FSB) asked them to find a 
common solution for offsetting those 
items. 

Under the proposal, offsetting would 
apply only when the right of setoff is en- 
forceable at all times, including in default 
and bankruptcy, and the ability to exercise 
this right is unconditional—that is, it does 
not depend on a future event. The entities 
involved must intend to settle the 
amounts due with a single payment, or si- 
multaneously. Provided all of these re- 
quirements are met, offsetting would be 
required. The proposals would amend 
IFRS and U.S. GAAP and eliminate sever- 
al industry-specific netting practices. 

Comments on the ED, Offsetting Fi- 
nancial Assets and Financial Liabilities [FASB 
Proposed Accounting Standards Update, 
Balance Sheet (Topic 210): Offsetting], are 
due April 28. 
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@ New SEC rules on executive compen- 
sation under the Dodd-Frank Wall 
Street Reform and Consumer Protection 
Act will require new disclosures and 
shareholder votes. The new rules speci- 
fy that say-on-pay votes must occur at 
least once every three years beginning 
with the first annual shareholders’ meet- 
ing taking place on or after Jan. 21, 2011. 
Companies also are required to hold a 
“frequency” vote at least once every six 
years to allow shareholders to decide how 
often they would like to be presented 
with the say-on-pay vote. Following the 
frequency vote, a company must disclose 
on an SEC Form 8-K how often it will 
hold the say-on-pay vote. Smaller com- 
panies (those with a public float of less 
than $75 million) are not required to 
conduct say-on-pay and frequency votes 
until annual meetings occurring on or 
after:Jans21.:2013. 

Under the rules, companies are also 
required to provide additional disclosures 
regarding executive “golden parachute” 
arrangements connected to transactions 
such as mergers, going-private and third- 
party tender offers. 

The rules require companies to provide 
a separate shareholder advisory vote to ap- 
prove certain “golden parachute” com- 
pensation arrangements in connection 
with a merger, acquisition, consolidation, 
proposed sale or other disposition of all 
or substantially all assets. Shareholder ad- 
visory votes and disclosure requirements 
are effective in proxy statements and other 
schedules and forms initially filed on or 
after April 25, 2011. For final versions of 
the rules, visit sec.gov/rules/final.shtml. 
Mi The SEC’s new rules under sections 
945 and 943 of the Dodd-Frank Wall 
Street Reform and Consumer Protection 
Act require issuers of asset-backed secu- 
rities to review underlying assets and dis- 
close the history of the requests they 
received and repurchases they made re- 
lated to warranties on their outstanding 
asset-backed securities. 

Under the final rule, Issuer Review of 
Assets in Offerings of Asset-Backed Securities, 
the review must, at a minimum, provide 
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reasonable assurance that the prospectus 
disclosure about the assets is accurate in 
all material respects. 

The rule permits issuers to perform 
the review themselves or hire third par- 
ties to perform the review. If an issuer ob- 
tains assistance from a third party for 
purposes of performing the review, and 
attributes, in the prospectus, the findings 
and conclusions of the review to the third 
party, the issuer may rely on the third 
party’s review to satisfy the requirement 
provided the third party is named in the 
registration statement and consents to 
being named as an “expert” under feder- 
al securities laws. 

Any registered offering of ABS com- 
mencing with an initial offer after Dec. 31, 
2011, must comply with the new rules. 

The final rule, Disclosure for Asset- 
Backed Securities Related to Representations, 
Warranties and Repurchase Histories, re- 
quires ABS issuers to file with the SEC, in 
tabular format on new Form ABS-15G, the 
history of the requests they received and 
repurchases they made relating to their 
outstanding ABS in an initial filing on 
EDGAR due by Feb. 14, 2012. After the 
initial filing, the ABS issuer is required to 
file updated information quarterly. 

The disclosure requirements apply to 
issuers of unregistered ABS, including 
municipal ABS. However, municipal ABS 
are provided an additional three-year 
phase-in period and will be permitted to 
provide their information on EMMA, the 
Municipal Securities Rulemaking Board’s 
centralized public database for informa- 
tion about municipal securities issuers 
and offerings. 

The final rules also provide investors 
with ready access to the most current in- 
formation regarding an issuer’s repurchase 
history by requiring an issuer in a regis- 
tered ABS offering to include—in the body 
of a prospectus—repurchase history for 
the last three years for ABS of the same 
asset Class as the securities being registered. 
This information must be included in reg- 
istered offerings in a phase-in period be- 
ginning Feb. 14, 2012. In its ongoing 
reports, an issuer will be required to pro- 





vide updated repurchase history for the 
particular, related asset pool beginning 
with distribution reports required to be 
filed on Form 10-D after Dec. 31, 2011. 
For final versions of both rules, visit 
sec.gov/rules/final.shtml. 


INTERNATIONAL 

@ The International Auditing and Assur- 
ance Standards Board (IAASB) in January 
released a proposed standard to provide 
assurance on companies’ reporting of 
greenhouse gas emissions, a key compo- 
nent in sustainability reporting. 

The IAASB said the proposed Interna- 
tional Standard on Assurance Engage- 
ments (ISAE) 3410, Assurance Engagements 
on Greenhouse Gas Statements, addresses 
the practitioner’s responsibilities in iden- 
tifying, assessing and responding to risks 
of material misstatement and contains il- 
lustrative assurance reports on greenhouse 
gas statements. Comments on the ED are 
due June 10. 

“In the United States, Statement of Po- 
sition (SOP) 03-2, Attest Engagements on 
Greenhouse Gas Emissions Information, 
provides guidance on the application of 
the AICPA Attestation Standards for an 
examination of GHG emissions infor- 
mation,” said Chuck Landes, AICPA vice 
president—Professional Standards and 
Services. “This proposed IAASB standard 
fills a gap in the international standards 
literature by providing specific guidance 
for GHG emissions engagements. It also 
covers limited assurance engagements in 
addition to reasonable assurance en- 
gagements.” 

“The monetary value of carbon trad- 
ing transactions around the world is in 
the billions and continuing to increase 
exponentially. This has led to a strong 
and growing need for mechanisms to en- 
hance the reliability of the underlying in- 
formation used in these transactions— 
and this proposed standard is an impor- 
tant part of fulfilling that need,” said 
IAASB Chairman Arnold Schilder in a 
press release. “Disclosure of emissions in- 
formation is also increasingly being re- 
quired by regulation or presented on a 
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_ voluntary basis to inform investors, con- 
 sumers and others.” 

“Most large companies already report 
~ voluntarily on their greenhouse gas emis- 
sions,” said Ken Witt, an AICPA techni- 
cal manager who leads the Institute’s 
sustainability initiative. “As the focus on 
environmental performance increases, we 
expect that the demand for assurance en- 
gagements on greenhouse gas emissions 
information and all reported sustainabil- 
ity information will also increase.” 

The IAASB is an independent stan- 
dard-setting board operated by the In- 
ternational Federation of Accountants, of 
which the AICPA is a member. IAASB 
standards must be adopted by the AICPA 
or the PCAOB to be authoritative in the 
U.S: 


PROFESSIONAL ISSUES 

@ The Uniform CPA Examination will be 
offered in Japan, Bahrain, Kuwait, 
Lebanon and the United Arab Emirates 
this year, marking the first time in the 
exam’s history that it will be offered out- 
side the 55 U.S. jurisdictions. 

The three organizations that jointly 
offer the CPA exam in the United States— 
the AICPA, the National Association of 
State Boards of Accountancy (NASBA) 
and Prometric—reached an agreement to 
administer the exam in those interna- 
tional locations. 

The exam offered internationally will be 
the same as that offered in the U.S. It will 
be administered in English using the same 
computerized format. As in the U.S., the 
examination will serve to qualify individ- 
uals for licensure as a CPA through U.S. 
state boards of accountancy. 

“Candidates for licensure as U.S. CPAs 
reside all over the world, but at present, 
they must travel to the U.S. to take the 
CPA exam,” AICPA President and CEO 
Barry Melancon said in a statement. “In- 
ternational administrations are being of- 
fered as a service to them and to other 
international candidates who wish to seek 
CPA licensure.” 

The CPA exam is already administered 
routinely to foreign nationals who take 
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Recovery: Billions Remain to Be Spent 


Roughly two years after passage 
of the American Recovery and 
Reinvestment Act of 2009, 
about $120 billion of the 
$475 billion awarded, 

or about 25%, remains to be 
spent. Delaware tops the 

list of states (and the Dis- 
trict of Columbia) with 

the highest percentage of 
unspent funds. 


Awarded 
(in millions) 


$1, 1834 


State 


Delaware — 


Alaska 3, An. $1 1 684 
District of Columbia. White se 
Vermont 


Hawaii 


. S407 Gia. On 
a $1, 346 


Spent 
(in millions) 


$ 928 


i, 030 
$2, 525 


Percentage 
Unspent 


ee 
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Wyoming Tepe 2 1 670 2 


West Virginia $2,670 


Virginia 


wi STAIR cy 


si $5il i4anetn sd inate lee 


Notes: Totals do not include tax benefits. Some federal agencies do not report in 
which states they have awarded or spent funds. Data as of Jan. 21. 


Source: Recovery.gov, “National Totals by State/Territory,” tinyurl.com/2dkr7he. 


the test in the U.S., U.S. Virgin Islands, 
Puerto Rico and Guam. 


FYI 

M@ The Financial Accounting Foundation 
appointed Daryl E. Buck and R. Harold 
Schroeder to the FASB board. 

Buck was most recently senior vice 
president and CFO of Reasor’s Holding 
Co. in Tahlequah, Okla. Schroeder was a 
partner in Carlson Capital LP in its Green- 


wich, Conn., office. 

Buck has 18 years of private company 
experience in financial reporting, plan- 
ning and analysis. He previously led audit 
engagements at Arthur Andersen & Co. 
for financial and industry clients, both 
public and private. He also served as a 








member of the Private Company Finan- 
cial Reporting Committee, an advisory 
group to FASB, and as a member of the 
blue-ribbon panel on standard setting for 
private companies. 

Schroeder has served over ihe last 30 
years as a senior equity analyst, a CFO, 
and an audit partner at Ernst & Young. 
As a senior portfolio manager for the last 
11 years, he oversaw financial services in- 
vestments at Carlson Capital, a Dallas- 
based alternative asset management 
company with more than $6 billion of as- 
sets under management. He also served 
as a member of Carlson’s investment and 
management committees and as a mem- 
ber of FASB’s Emerging Issues Task 
Force. 
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How to Manage Fluctuations 
in Foreign Currency Rates 


Managing the P&L and cash flow impacts related to foreign 
exchange exposures can appear daunting. The following 
steps, while not all inclusive, make this task easier: 





Develop a foreign currency policy 
and procedure. Include the company 
goals related to foreign exchange 
management, types of derivatives that 
may be employed, and personnel au- 
thorized to execute transactions. 


V Apply a bottom-up approach to iden- 
tifying consolidated foreign currency 
exposures. Determine in what curren- 
cies each subsidiary collects receiv- 
ables and makes payments. Identify 
assets and liabilities that are denomi- 
nated in a currency other than the in- 
dividual subsidiary’s functional 
currency, including intercompany re- 
ceivables and payables. 


Y Prepare a consolidation of all sub- 
sidiaries’ foreign currency assets and 
liabilities. The consolidation should 
result in a natural offset or netting of 
some of the foreign currency balance 
sheet exposure. Remaining net con- 
solidated balance sheet positions by 
foreign currency should represent the 
exposure that will be remeasured due 
to changes in foreign exchange rates 
with the impacts recorded in the in- 
come statement. 


subsidiary. Estimate the total receipts 
and payments made by each sub- 
sidiary in each currency by month for 
the next 12 months (longer if possi- 
ble). Add up the total projected re- 
ceipts and payables by foreign 
currency (other than the respective 
subsidiary’ functional currency) for 
each subsidiary by month to arrive at 
the company’s total annual net antici- 
pated foreign currency cash flows. 


VY Develop a strategy to manage con- 


solidated exposure. For foreign cur- 
rency net balance sheet positions, 
consider forward contracts in combi- 
nation with currency swaps—selling 
one currency for another and simulta- 
neously agreeing to exchange the 
same currencies at a specified time in 
the future—to substantially offset the 
P&L effects of changes in currency 
rates when the balance sheet positions 
are remeasured. 


V Review accounting treatment prior to 


the execution of contracts. Determine 
whether a derivative will qualify for 
designation as a hedge. To qualify for 
hedge accounting treatment, consider 
whether the hedging relationships be- 
tween the hedged exposure and the 
foreign exchange derivative will be 
highly effective in offsetting changes 


documentation required prior to 
hedge inception if hedge accounting is 
elected, and design periodic tests to 
measure hedge effectiveness to deter- 
mine financial statement recognition 
for designated hedge transactions. For 
derivatives that are not designated as 
a hedge, the changes in the fair mar- 
ket value of the derivative flow 
through the P&L in the period of 
change (see FASB ASC Topic 815). 


V Seek appropriate approvals. Obtain 


approvals from company manage- 
ment before trade execution per cor- 
porate policy as well as agreement 
from external auditors regarding pro- 
posed hedge accounting treatment 
and methodologies for the determina- 
tion of hedge effectiveness. 


V Monitor on an ongoing basis. Period- 


ically review the foreign currency bal- 
ance sheet positions and update 
changes in the anticipated foreign 
currency cash flows by subsidiary. Re- 
view monthly income statements and 
ensure foreign currency gains and 
losses are reasonable based on identi- 
fied exposures and derivative con- 
tracts in place. If they are not, a 
foreign currency exposure has likely 
changed or not been identified, re- 
quiring further investigation. 


—By Pam Heye, CPA, (pam.heye@ 
bluewin.ch) a treasury management expert 
based in Raleigh, N.C. 


in the fair values or cash flows attrib- 
uted to the hedged item for an ex- 
tended time. Develop the substantial 


V Determine the anticipated annual 
foreign currency cash flows of each 
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National survey looks 
at how CPA firms 
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reCOutteretaee te cprelt their business Seer Brey to int test 
within their own firms during the past two years to minimize 
potential damage from the economic downturn, according to a 
biennial survey conducted by the AICPAs Private Companies Practice 
Section in conjunction with the Texas Society of CPAs. The results of 
the survey can help firms make business decisions by Core Las them- e 
_ selves to peers based on firm size and aes 2 


After a long period of ae eer fon 


Oo aylee meng raul PCPS/TSCPA 


National MAP Survey, conducted in 2008, 


indicated that continued expansion was no 
longer guaranteed. So CPAs needed to 


make adjustments to prevent losses and 


preserve the bottom line. 

“Firms really seemed i Sir teaemeate 
pencil quite a bit. They really got down 
and managed their expenses to the bare 
oem COMEg mele Moar atrotmeias racers 
sion,” said Mark Koziel, AICPA direc- 
tor-Specialized Communities @& Firm 
Practice Management. 

WraeMare Vine Ceterema titi oreres Some 
years as outlined in this article, it is im- 
portant to note that the 2010 survey at- 
tracted a greater number of large firm 
participants than in 2008, and thus certain 
OMe cet Ce cern Venta (e-Tae-T 
seen as an apples-to-apples 
is more appropriate to 


baééd olay oe Sra coc to one 
su are rae majority of the renee 
Sremtncerettal rN US SOO 
model. 
tree) CO) ene ae 
turnover rates for all staff of 
12.8% compared with 13.5% in 
PIO meee ctatnem eli intercom 
increased by an average of 
4.7% from 2008, according — 
to the survey results. 
Incomparing firms of 
IT esr cocmmoy ecm evfede (oda ames 
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can be found among firms in the $5 mil- 
lion to $10 million revenue range. In this 
group, more than one-third reported a drop 
in gross fees from FY 2008, while another 
36% of those firms reported modest growth 
of no more than 5%. However, revenue per 
partner in this segment was up. 

“By applying some basic math, it would 


| | $5m<$10M $336,531 $326,849 2.96% 
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seem the number of partners has likely de- 
clined (in general),” Koziel said. “If that’s 
the case, it’s apparent that firms are raising 
their expectations for partner productivi- 
ty, and either more partners are choosing 
to retire or fewer are being added to the 
ownership ranks.” 

Overall, between fiscal 2008 and fiscal 


1% 


2009, 55% of firms experienced at least 
some growth (see Exhibit 1): 22% had 
growth in gross fees of between 1% and 
5%; 13% had growth of between 6% and 
9%; and 12% had growth of between 10% 
and 19%, according to the survey. A total 
of 30% had a decline in gross fees, while 
another 15% had no change at all. Small- 
er firms generally were more likely to have 
modestly higher gains or no change. 

These numbers may reflect growth in 
the number of startups that might have 
come about because of mergers or other 
developments, but the creation of new 
practices is a healthy sign for the profes- 
sion, especially in an uncertain economic 
environment, Koziel said. 


EARNINGS 

Net remaining per owner represents the 
amount that partners can take out of the 
firm. It is not net income per owner, since 
it may include outlays for benefits, retire- 
ment or other items that would vary from 
firm to firm. However, it does indicate 
what is available to partners once other ex- 
penses have been paid, Koziel said. 

Net remaining per owner in 2010 aver- 
aged $273,140, up from $245,103 in the 
last survey (see Exhibit 2, which also breaks 
down the change by firm size). However, 
analysis of the survey data shows this is a re- 
flection of changes in the mix of responding 
firms rather than a real jump in partner 
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‘Number of firms 586 

| | Average Billing Rate 

| | Partners/Owners (inc. PT) 
Directors (11+ years’ experience) 
Managers (6-10 years’ experience) | $90 | $103 | $124 

| | Sr. Associates (4-5 years’ experience) | $ 61 
Associates (1-3 years’ experience) $ 84 


























nets. Larger firms, those with revenue be- strength once again apparent in firms to $178, although some of the most sig- 
tween $500,000 and $10 million, didsee with between $500,000 and $10 million nificant increases were seen in larger firms 





ajump in this number, but those aboveand _in revenues (see Exhibit 3). (see Exhibit 4 for a breakdown by firm size 
below these ranges experienced a decline. The average owner's hourly rate was in 2010). Managers’ rates rose about 8% to 
The steepest decline in net remaining per $179, up about 5% from 2008. Virtually $144, and senior associates’ rates edged up 
owner in any category was about 5%. all owner rates were up in 2010, and the a little more than 5% to $113. Associates 
Average net client fees per partner rates ranged from $117 at the smallest were billing 7% higher at $91, and new 
jumped, from $659,375 in 2008 to firms to $319 at the largest. professionals garnered 12% more at $85. 
$798,951 in 2010, with the greatest Billing rates for directors jumped 14% “Keep in mind that an increase in % 
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billing rates does not convert to an increase 
in revenues,” Koziel said. “For many firms, 
while the billing rates increased, as they 
often do year to year, client fees didnt, 
which caused an increase in write-downs 
for the year.” 

Although 29% of firms reported expe- 
riencing turnover in the last year, the num- 
bers varied widely depending on firm size, 
with the smallest firms seeing the least 
turnover. The average number of termi- 
nations was slightly higher in 2010 than 
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nations among the largest firms. In 2010, 
firms with revenues of $10 million and 
higher had an average of nearly 13 people 
leave voluntarily, and they let go an aver- 
age of about 14. In 2008, these firms had 
about 15 people leave voluntarily and let 
go an average of three. 

Despite economic uncertainty, the over- 
whelming majority of firms—69%—ex- 
pected no changes in staffing going 
forward, and several segments expected 
modest increases. A small number among 


Net remaining per owner in 2010 averaged 


$273,140, up from $245,103 in the last survey. 


the average number of those who left vol- 
untarily, a sharp change from 2008, when 
there were about three times as many vol- 
untary losses as involuntary. The overall 
average was skewed by a jump in termi- 


the larger firms were planning to cut staff. 

The most common benefits firms offered 
employees were continuing professional 
education (CPE), payment of professional 
dues and professional licenses, health in- 
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For more information or to make a pur- 
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call the Institute at 888-777-7077. 


surance, and a retirement plan, virtually 
unchanged since the last survey. Among 
the smallest firms, 46% did not pay for any 
employee benefits, also essentially the 
same as in the last survey. However, 42% 
of the smallest firms did pay for CPE, a 
sign of the importance of training, Koziel 
said. 

“While many firms are paying for ed- 
ucation, the amount of spending on CPE 
still is low at less than 1% of revenues— 
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as much as firms pay for phone service,” | saw no change, and the remainder— 


he said. “The more progressive firms invest 
far more in their human capital by giving 


23%—expected revenue declines from 1% 
to as much as 10%. 


The majority of larger firms said their clients are 
showing signs of recovery,while small firms said 
more of their clients are still in crisis mode. 


training to increase knowledge capital in- 
side the firm.” 


OPINIONS ON THE ECONOMY 

The survey also asked practitioners about 
how near-term economic conditions will 
affect their firms and their clients. The sur- 
vey found that firms were cautiously opti- 
mistic about the future, with 28% expecting 
growth of 1% to 5%; 16% expecting 
growth of as much as 10%; and 13% ex- 
pecting growth of greater than 10%. On 
the other end of the spectrum, 19% fore- 


AICPA) 


Get Recognized With a Credential From the AICPA. 


When survey participants were asked 
about current economic conditions, al- 
most 27% said their firms are still in eco- 
nomic crisis mode (see Exhibit 5 broken 
down by firm size). The rates were slight- 
ly higher in the Midwest (28%) and West 
(30%) than in the Northeast (20%) and 
South (26%). 


ECONOMIC RECOVERY 

IN FIRMS 

Firms reported that half of their clients are 
still in crisis mode, with a similar region- 


al gap between the Northeast (44%) and 
the West (55%). 

The majority of larger firms reported that 
their clients are showing signs of recovery, 
while small firms noted that more of their 
clients are still in crisis mode. Less than 10% 
in each firm size category said their clients 
werent affected at all (see Exhibit 6). 

Separately, the survey asked how firms 
are using technology to enhance produc- 
tivity and profitability. For more on that 
topic, see the related story, “Survey High- 
lights Emerging Tools for Firms of All 
Sizes,” in this issue, page 28. “e 


Alexandra DeFelice is a JofA senior editor. To 
comment on this article or to suggest an idea for 
another article, contact her at adefelice@aicpa.org 
or 212-596-6122. 


To access the full survey, which includes break- 
downs by firm size and region, visit aicpa.org/ 
2010MAPSurvey. Information on future surveys 
will be available in the PCPS Firm Practice 
Center at aicpa.org/PCPS. 
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TECH TALK 


Survey Highlights 


Emergin 


by Alexandra DeFelice 


ne of the clearest ways for 
firms to increase profitability 


is to become more efficient. 


Because technology can enhance produc- 
tivity, the 2010 PCPS/TSCPA National MAP 
Survey asked firms how they are keeping 
up with software and hardware develop- 


ments, including paperless systems, mul- 
tiple monitors, time and billing software, 
client portals and social media, among oth- 
ers. (For a breakdown of survey results, see 
Exhibit 1.) For information about other 
sections of the survey, see “Hitting the Tar- 
get: National Survey Looks at How CPA 
Firms of All Sizes Stack Up,” in this issue, 
page 22. 





State of Technology in CPA Firms 


Number of firms 


TECHNOLOGY 
Does your firm ...? 


Use time & billing software 


All Firms 
2,937 


Source: 2010 PCPS/TSCPA National MAP Survey, aicpa.org/2010MAPSurvey. 
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g Tools for 
Firms of All Sizes 





Unlike other portions of the survey, the technology questions 
that are asked change each time it is conducted based on cur- 
rent trends, so information from previous years is not included 
in this article. 


Time and billing software was the No. 1 most-used technolo- 
gy, reported by 76% of all firms. Although this is not surprising, 
according to Jim Metzler, AICPA vice president-Small Firm In- 


terests, he said what is surprising is that 24% of firms don’t use it. 

“They could benefit in a huge way if they just used it as an es- 
timating or cost system,” he suggested. (For examples, see the “Time 
Is Money” section of this article.) 

Larger firms—those with at least $750,000 in revenue—re- 
ported even higher use (94% of firms in the $750,000 to $1.5 mil- 
lion revenue range and 100% of firms with $10 million and up, 
compared with 66% of those with $200,000 to $500,000 in rev- 
enue and 37% of those with less than $200,000). 

Multiple monitors was the second-most popular technology, at 
71% overall: and an “active/maintained” website came in third, at 


TALK pe 


66% overall, though the percentages again were much higher for 
the larger firms (see Exhibit 2). 

The least common technologies were those used to enable the 
outsourcing of write-up work and tax returns at 2% each— 
though 7% of the largest firms reported outsourcing tax return 
work. Only 4% overall reported having blogs (including 20% of 
the largest firms) and 14% using social media (see Exhibit 3). 
The use of social media by larger firms is significantly higher— 
24% of firms with $5 million to $10 million in revenue use it 
compared with 44% at the largest firms with $10 million and 
above. 

If blogs turn out to be a cost-effective way to promote firm 
expertise and reinforce client relationships, smaller firms may 
begin to use them in greater numbers, according to Metzler. 

“It’s reasonable to expect that smaller firms will branch out 
into social media based on what they learn from larger firms’ ef- 
forts,” he said. 

Coming in at the middle of the pack were allowing remote 
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access to the firm’s network (62% overall use), having a paperless 
work environment (52%), accepting credit cards (45%), having 
client portals (28%) and using scheduling software (16%). 

The JofA interviewed CPAs about how they are using some of 
these technologies to gain efficiencies and improve business. Fol- 
lowing are some of the anecdotes and advice they provided to oth- 
ers who may be considering investing in these tools. 


FOCUS ON PAPERLESS 

The survey did not define paperless, and most CPAs interviewed 
for this article said that the move to “paperless” took a few years. 
~ Only 35% of the smallest firms reported they have a paperless work 
environment, compared with 86% of the largest (see Exhibit 4). 
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The term “paperless environment” isn’t just about document 
management and retrieval but also about the ability to automati- 
cally identify bottlenecks and decrease cycle time, especially in the 
seasonal tax preparation business, Metzler said. 

For example, using electronic workflow applications to track 
the status of tax returns can let a partner see what stage of the 
process each return is in and who in the firm is currently work- 
ing on it instead of walking around the office searching for client 
folders and piles of paper. If the bulk of the returns are in review 
stage, for example, the partner can shift some of the preparers to 
that stage. 

“The quicker you can move things through the system, the more 
profitable you'll be,” he said. 

Five years ago, when Jacquelyn H. Tracy and her partner start- 
ed their Providence, R.I., accounting firm, Mandel 
& Tracy LLC, they knew the importance of stan- 
dardizing the tax preparation process before mov- 
ing to a digital environment. This would ensure 
that all seasonal employees could follow the same 
procedure—trom the receipt of client workpapers 
to electronic storage of the returns in GoFile- 
Room, a Thomson Reuters product that integrates 
with their tax prep software, 
GoSystem Tax. 

“You need to sit down and ~ 
think about what you want to do 
and what makes sense for your 
practice and your client. [But] 
make sure you get the people in- 
volved who are going to be using 
it,” Tracy said. “Draft a plan and 
present it to them so they can ask 
questions, otherwise they won't 
use it. Preparers are the ones who are 
going to live in it every day and will tell you the steps 
that don’t need to be there, and you need to be willing 
to listen. People will support what they help make.” 

During the first year of moving toward a paperless 
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Paperless Firms, by Firm Revenue 


Firms 


environment, one of the biggest challenges Tracy experienced was 
figuring out how to use the electronic system and grasping its 
capabilities. 

“Tt was apples to oranges, things didn’t look the same. We had 
dual monitors and were getting accustomed to that,” she said. “Staff 
people [adapted] more easily because they hadn’t worked for years 
and years with paper and pen. It wasn’t as painful for them be- 
cause they weren't as tied to the way it had always been done.” 

By the third year, the process was easier. Tracy and her part- 
ner knew how to define and identify items that were stored on 
their computers versus physical filing cabinets. They were elec- 
tronically tracking workflow for returns to know how many still 
needed to be prepared. The assembly process also was easier be- 
cause instead of making two copies of the return—one for phys- 
ical files—the firm’s copy now lives in GoFileRoom. 

ZS Consulting Group LLP a two-partner CPA firm in Melville, 
N.Y., has been gradually moving to paperless for the past four years. 
A lot of it has been driven by IRS electronic filing requirements. 

The firm’s managing partner, Dov Zaidman, CPA/CITP, esti- 
mates the firm saved 15% to 20% in time just by eliminating the 
need to look for files, folders and papers. This type of benefit is 
something Metzler said is key in firms of all sizes and not to be 
taken lightly. 

One Knoxville, Tenn.-based firm that handles accounting work 
for a client with 33 franchises was able to quantify time savings 
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into dollars. As part of that service, exchanging client source doc- 
uments and handling it was costing both the firm and a client a 
great deal of time and money. 

So the firm convinced the client to foot the bill for a document 
management system to allow it to electronically exchange daily 
accounts payable invoices with the firm rather than sending pa- 
perwork out via FedEx once a week on average, with each of the 
33 franchises spending $24 each time they sent a package. Switch- 
ing to a document management system saved the client roughly 
$41,000 a year in mailing costs plus the cost of paper and ink. 
The firm, Pinkstaff, Simpson, Hall & Headrick PC, sent the client’s 
store managers instructions about how to process the informa- 
tion using the system, CNG-SAFE, which works with a plug-in 
called CNG-Books that integrates with QuickBooks, and had each 
store buy a $300 scanner to send the information. It paid for it- 
self in shipping costs alone, according to Sharon Conder, a CPA 
at the firm. 

With the physical mailing system, not only was the firm three 
days behind on the client’s cash flows, but because all of the fran- 
chises had the same vendors, it was easy to misfile the paperwork. 
As a result, the firm had to pay someone $15 an hour for eight 
hours of filing every week—more than $6,000 a year—some of 
which was spent just searching for documents. 

“Logistically, finding a document was horrible, and we could- 
n't charge [the client] for it,” Conder said. 
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CPAs share personal stories, tips with emerging professionals. é 


by Alexandra DeFelice 


onfidence. Passion. Emo- 

tional Intelligence. These 

are all traits that successful 
accountants say are needed to be an 
effective leader in the profession. 


Whether choosing to work as a CFO, serve 
in academia, or climb the ranks to partner 
ofa local or national firm, certain skills un- 
deniably top the list of those that emerging 
professionals must embrace if they want to 
get ahead. 

The JofA interviewed CPAs about their 
leadership journeys and the challenges they 
overcame as well as what they look for in 
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the next generation of employees to ulti- 
mately succeed them. 


EXTRAORDINARY ORATORS 
Brenda Morris, CFO of Seattle-based Icicle 
Seafoods and a JofA editorial adviser, 
stressed the importance of communication 
skills—especially the ability for employees 
to articulate their thoughts and respond to 
questions effectively and “on the fly.” 
“Great leaders are energetic, dynamic 
and thoughtful. If I see these things when 
lam hiring, it is a great start,” she said. 
Beth Gamel, co-founder of Massa- 
chusetts-based Pillar Financial Advisors, 
agrees. For Gamel, who received the 


AICPA’s 2009 Personal Financial Planning 
Distinguished Service Award and was rec- 
ognized as the Boston Estate Planning 
Council’s 2010 Estate Planner of the Year, 
the people she considers model leaders— 
Franklin D. Roosevelt and Winston 
Churchill—were also people she views as 
model communicators. 

“Iam most drawn to articulate politi- 
cal leaders whose effective use of words 
has great impact during extraordinary 
times,” she said. “Whether giving support 
to a beleaguered nation during the De- 
pression or the Second World War, both 
men spoke eloquently about hope, the fu- 
ture and standing together to fight a com- 
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mon enemy. Martin Luther King and Pres- 
ident Kennedy embodied the same great 
leadership skills—extraordinary oratory 
gifts and the ability to influence, lift up and 
motivate individuals.” 

During a panel discussion at the Insti- 
tute’s Leadership Academy this past fall, 
AICPA President and CEO Barry Melancon 
expressed similar beliefs. 

“Those who I admire most from a lead- 
ership perspective all faced immensely com- 
plicated issues and were able to communi- 
cate about them in simple terms and have 
a thick skin to deal with it,” he said, nam- 
ing Abraham Lincoln, King and Ronald Rea- 
gan as those he considers model leaders. 
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He elaborated further in a follow-up in- 
terview. 

“Lincoln was dealing with a divided na- 
tion. King was advocating peaceful change 
when many around him were advocates of 
more radical approaches. Reagan was for a 
strong, forceful front to the Soviet Union 
while others wanted a different diplomatic 
approach,” he said. “All three were tremen- 
dous communicators and achieved out- 
comes due to the force of their convictions, 
and all three inspired followers.” 


EMOTIONAL ISSUES 

Emotions have a place in leadership and re- 
lationships, but they have to be part of what 
you can address, if not control, according 
to Gary Previts, the E. Mandell de Windt 
Professor and chair of the Accountancy De- 
partment in the Weatherhead School of 
Management, Case Western Reserve Uni- 
versity in Cleveland. 

Previts also is a member of the PCAOB 
Advisory Council and 2007 recipient of the 
AICPA’s Gold Medal for service. 

“Many advise that you should never 
apologize for a poor judgment, that it’s a 
sign of weakness. I’ve not found that to be 
something I can follow,” Previts said. “When 
Imake a poor decision, I am inclined to call 
it such and, when the group affected is with 
me, make it known that I know it was a 
poor call. That’s not exactly apologizing, but 
it is acknowledging responsibility.” 

Years ago, one of his professors re- 
minded him that “mankind is a curious 
mixture of reason and emotion.” 

“Keeping one’s emotions from being in 
the lead when a rational solution is need- 
ed presents a challenge,” Previts said. 

No leadership position comes without 
challenges, of course. 

One of the most memorable leadership 
challenges Melancon said he has faced since 
taking on his current role in 1995 was how 
to deal with criticism of the profession, par- 
ticularly during the time when Enron and 
WorldCom collapsed. He felt some of the 
criticism was justified, and some was not. 

“The issue was more complex than 
many of the simple answers that were of- 
fered, and I had to have confidence in our 


knowledge of that complexity and our re- 
lated decisions. I learned I could have thick 
skin and not need to respond to every 
point,” Melancon said. “In the aftermath of 
the 2000s the profession was extremely suc- 
cessful, so the decisions proved mostly cor- 
rect, which quietly was rewarding.” 

Great leaders must be able to keep a 
handle on their emotions in the workplace, 
according to Stephanie Bryant, director of 
the School of Accountancy at the Univer- 
sity of South Florida and 2006-2009 in- 
ternational president of Beta Alpha Psi, 
which comprises 275 chapters and more 
than 10,000 students in the United States, 
Hong Kong, Australia and New Zealand. 
She said “emotional intelligence” has four 
main components: 

m Self-awareness. What are you good 
at, and what are you not good at? For 
example, do you have trouble meet- 
ing deadlines or being on time for 
meetings? That’s low emotional in- 
telligence. Do you get frustrated eas- 
ily at work? Do you lose sleep over 
your job? Do you have difficulty bal- 
ancing work/life? 

@ Self-management. When you identi- 
fy what you need to work on, self- 
management is making a concerted 
effort to work on those things in 
which you have low emotional intel- 
ligence. 

® Social skills. It’s critical to know how 
to network and build productive re- 
lationships with your peers and other 
professionals. This includes the abil- 
ity to communicate (including lis- 
tening to others) effectively. 

m= Empathy. A great leader has the abil- 
ity to empathize with others. That 
means you understand where they 
are coming from and why they feel 
the way they do, and you acknowl- 
edge it to them. 

Morris experienced immense success in 
her role as CFO of Zumiez Inc., a special- 
ty teen retailer. During her four-year tenure 
there, which began in 2003, the company 
grew from 99 stores to approximately 250. 
The company completed an IPO, two sec- 
ondary offerings, a distribution center and 
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home office relocation, and an acquisition 
of a 20-store chain. 

Her toughest experience came in 2008, 
when she had to wind down a business 
whose private equity group pulled out un- 
expectedly. The company had inadequate 
cash flow to support ongoing operations as 
a result. 

“T felt I needed to stay on to transition 
as many employees as we could and to 
work with our vendor base to the best pos- 
sible ending. It was a challenge in that you 
learn a lot about people in a time of crisis, 
and it is not always very pretty, but you have 
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stantly switch to work time, he warned. 

“Tt has always been amazing to me how 
much you can get done if you use your time 
well, and still have time to enjoy friends and 
dedicate important time to family,” Previts 
continued. “Successful time management 
makes it possible to do nearly everything 
you may want to do over a period of time.” 

How does a leader balance work and life 
most effectively? Much of it comes down to 
keeping an updated calendar and the age- 
old “to-do” list. 

Morris said she uses Outlook to keep 
track of almost everything and integrates it 


“T have not ever met a truly respected or successful. 
‘selfish’ leader’Gary Previts, Accountancy 
Department chair at Case Western Reserve University. 


to power through,” Morris said. “I learned 
that I can lead and persevere even in the 
toughest of environments and believe that 
those that traveled the path with me felt 
taken care of even in a very negative situa- 
tion. The competencies of goal setting, del- 
egation, leading and mentoring allowed me 
to transition almost 100% of my team suc- 
cessfully and to take care of the operational 
needs during the wind-down.” 


MANAGING WORK AND LIFE 
Putting others before yourself is also a 
characteristic of a good leader, according 
to Previts. 

“There are no absolute formulas as to 
what makes someone successful as a leader 
... with one important exception, putting 
others’ interests above your own,” Previts 
said. “I have not ever met a truly respected 
or successful ‘selfish’ leader.” 

Unfortunately, with this responsibility 
also come flaws in the ideal world of 
work/life balance. 

“You can begin by recognizing as a leader 
that your time is not your own,” Previts 
said. “You have to allow that as a leader oth- 
ers need and expect you to be available.” 
While it’s important to impose some limits 
for personal time, that personal time can in- 


with a free family organization tool called 
Cozi that allows her family members to 
keep track of each others’ schedules and 
tasks. Every night, she reviews her calen- 
dar for the next day so she knows her ob- 
ligations. 

Melancon schedules personal time for 
friends and family and his own hobbies at 
the beginning of each year. He knows some 
will be given up as important work creates 
conflicts, but some will survive, producing 
some balance. 

Scott Spiegel, the AICPA’s CFO, blocks 
out time on his calendar each week to catch 
up on work-related items he was not able 
to address because he was in meetings. He 
also tries to leave work at a reasonable hour 
so he can focus on his wife and two chil- 
dren. But this wasn’t always the case. 

“I was never good at work/life balance,” 
he told attendees at the Leadership Acade- 
my. “It was always about work hard, work 
smart. It was about me.” 

That philosophy changed the day he 
learned he was being promoted to CFO— 
Spiegel came home, and his wife told him 
she was pregnant. 

“I prepared a work schedule that would 
allow me to have dinner with my wife three 
times per week. In the past, it was ad hoc. I 





would go to work early and stay late,” he said. 

His sons are 4 and 3, and they have tons 
of energy. He leaves work between 5 and 6 
to spend time with them, but he stays con- 
nected. The kids hold the BlackBerry and 
say, “Daddy, phone!” when it rings. 

“My dad was a traveling salesman, and 
I don’t remember him much as a kid,” 
Spiegel said. “Leadership starts at home and 
balancing home life.” 

Sometimes leaders need to manage their 
staff’s time as well as their own. 

Spiegel and his staff share a rolling cal- 
endar of events highlighting key meetings, 
deliverables and projects. Many deadlines are 
known in advance, and his direct reports feel 
encouraged to use their vacation time. 

When it’s not busy season for her small 
Minnesota firm, Lisa Baskfield locks her staff 
out of their computers by 6 p.m. so they go 
home and spend time with their family or 
friends. 

“I do appreciate their commitment to the 
company, but I also realize there is anoth- 
er side of life besides working,” Baskfield 
said. “During busy season, I monitor the 
workflow and I monitor my team’s hours. I 
have realized that when a team mem- 
ber works 12-plus hours per day ongoing, 
they tend to wear or burn out, the quality 
of the work diminishes, they get sick, and 
their family life starts to strain.” 

One year Baskfield, who is also past 
chairman of the Minnesota Society of CPAs, 
tried an experiment. When she noticed a 
team member getting too tired, she sent the 
team member home to get rest and com- 
municated to her team that rest is impor- 
tant. She also set realistic deadlines for her 
clients during tax season and talked to them 
about the firm’s production ability: 

“Much to my surprise that year, our of- 
fice operated efficiently, met the dead- 
lines, my team stayed in good spirits and, 
most importantly, clients were happy as 
well,” Baskfield said. “I have kept that phi- 
losophy to this day.” % 





Alexandra DeFelice is a JofA senior editor, 
To comment on this article or to suggest an 
idea for another article, contact her at adefelice@ 
aicpa.org or 212-596-6122. 
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he SEC appears to be increasing its scrutiny of compliance with 
financial statement disclosure rules regarding potential court loss- 
es. The heightened attention is intersecting with a three-decades- 
old treaty for lawyers and accountants forged by the AICPA and the 


American Bar Association. 


The JofA spoke with attorney Michael 
Young, chair of Willkie Farr @ Gallagher 
LLP’s Securities Litigation & Enforcement 
Practice Group, about the issue. Young is 
a former member of FASB’s Financial Ac- 
counting Standards Advisory Council and 
appeared earlier this year with Wayne Car- 
nall, chief accountant for the SEC’s Divi- 
sion of Corporation Finance, in a program 
discussing compliance with GAAP in liti- 
gation contingency reporting. Willkie Farr 
is one of the AICPA’s outside counsel. The 
following are excerpts from the JofA’s con- 
versation with Young: 


JofA: Carnall has been talking about 
what’s known as “the treaty” regarding 
litigation contingencies and has suggest- 
ed it will not be a defense for companies 
that do not comply with Accounting Stan- 
dards Codification (ASC) Topic 450, Con- 
tingencies. What's going on here? 
Young: The answer is a bit complicated, 
so let me start with just a little bit of his- 
tory. Historically, there has been a tension 
between auditors, who, to their credit, 
want to learn a lot about pending litiga- 
tion, and companies, who are under- 
standably concerned that disclosure to 
the auditor will compromise the attorney- 
client privilege and result in prejudice in 
the litigation. 

About 35 years ago, the accounting 
profession and the legal profession got to- 
gether and worked that out and put in 
place a structure for auditor-lawyer dia- 
logue. The document capturing that struc- 
ture has informally become known as “the 
treaty.” 

One of the things that the treaty sug- 
gests, to reconcile the conflicting objectives, 
is that lawyers should not offer predictions 
about the outcome of litigation to auditors 
unless the odds of being wrong are slight. 
That understandably can act as a chill on 


the lawyer-auditor dialogue. 

The treaty is still there. It’s still opera- 
tive. It’s still being used. It still provides the 
script for much of the auditor interaction 
with the company counsel. 

The point that [Carnall] has apparent- 
ly sought to make involves the fact that, 
under ASC Topic 450, a company would 
need to consider such things as whether 
a loss from litigation is probable, whether 
the amount of loss can be reasonably es- 
timated, and whether an estimate of the 
possible loss or range of loss can be made. 

And, of course, if the standard requires 
that those things be evaluated, then there 
would presumably be some back and forth 
with the auditor about the company’s de- 
terminations. 

The chief accountant seems to be mak- 
ing the point that companies need to do 
what it takes to see that those things are 
properly evaluated and properly reported 
in the financial statements. His main point 
seems to be that the treaty is not part of 
generally accepted accounting principles, 
and it’s generally accepted accounting 
principles that have the last word. And if 
a company does not fairly present its fi- 
nancial statements because the treaty has 
impeded dialogue with the auditor—that 
is not something the SEC will look fa- 
vorably on. 


JofA: Why is litigation contingency re- 
porting suddenly surfacing as a hot topic? 
Young: What's going on is a bit of a clash 
of cultures to which FASB and the SEC are 
now paying a lot of attention. One culture 
is the commendable culture of trans- 
parency in financial reporting. The other 
culture is our adversarial system of justice, 
which is inconsistent with transparency in 
financial reporting. 

Both FASB and the SEC have been rais- 
ing a concern that the present system is 





broken or, ifnot broken, not working op- 
timally when it comes to financial state- 
ment presentation of litigation contin- 
gencies. From FASB’s perspective, they are 
looking at whether they need to revise the 
standard. From the SEC’s perspective, 
they are looking at whether compliance 
with the present standard should be en- 
hanced. 

Here’s the nut of the problem. FASB, to 
its credit, wants investors and other users 
to get the best possible information that fi- 
nancial statements can convey. But when 
it comes to reporting on litigation, the 
company can do itself a lot of damage if 
it’s too transparent. 

If, for example, a company says in its 
financial statements, “We expect to lose 
this case, and we expect the jury to award 
damages of $50 million to the plaintiff,” 
that’s information that would, if candidly 
presented, be available to the world at large 
including the plaintiff. 

It would immediately establish a floor in 
settlement discussions and could potentially 
be used as self-created evidence against the 
company that prepared the financial state- 
ments. That's the core problem. 


JofA: What does the current standard re- 
quire? 
Young: The actual terms of the standard 
are pretty basic. If you are in a situation 
where you should disclose litigation, the 
standard asks for an estimate of the pos- 
sible loss or range of loss or a statement 
that such an estimate cannot be made. 
The standard also asks the preparer to 
evaluate the probability of losing and to 
reasonably estimate, if possible, the 
amount that would be lost. The key thing 
about all of that is that it involves for- 
ward-looking predictions as to how liti- 
gation would come out. Predicting the 
outcome of litigation can be horrifically 
difficult. And it creates even more of a 
problem if such forward-looking predic- 
tions become available to the other side 
in the litigation. 


JofA: What’s the current status of this at 
FASB? 
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Young: There’s an exposure draft on the 
table. It is generally viewed as an im- 
provement over an earlier exposure draft 
though not yet perfect. FASB has received 
more than 380 comment letters, and the 
FASB staff is working through them. (To 
read about the ED and find other back- 
ground information on FASB’s website, 
including a link to a podcast on the issue, 
visit tinyurl.com/4je985t.) 


JofA: How does the pending exposure 
draft intersect with all this? 

Young: There is a feature of the pending 
exposure draft which has caused a fair 
amount of angst. And that feature calls 
upon companies to disclose the amount 
accrued, if any, in connection with a liti- 
gation contingency. 

The reason that is causing such angst 
is that an accrual in this context is a for- 
ward-looking prediction and, if a compa- 
ny has accrued, then it has presumably 


Information 
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come to a determination that it is proba- 
bly going to lose and that the amount of 
its loss can be reasonably estimated. And 
the biggest problem that lawyers are hav- 
ing with the exposure draft is that, in call- 
ing for disclosure of that accrual, the ex- 
posure draft is basically asking companies 
to publicly confess in their financial state- 
ments that they believe they will lose and 
to set forth the amount that they expect to 


pay. 


JofA: Who needs to be paying attention 
to this? 
Young: Pretty much all companies that use 
accounting. As a practical matter, that will 
include several groups of individuals. 
One is the accounting department 
within the company. Another is in-house 
lawyers at the company. Beyond that, out- 
side lawyers will want to pay attention be- 
cause they are often called upon by the au- 
ditor to provide information regarding 


Are You Up-To-Date On 
Information Security? 


The IT Section has answers for your top technology concerns. 


Enhance your AICPA membership with these benefits: 


@ Gain access to exclusive IT Section resources, tools and technology updates 


litigation contingencies. And on top of 
that, auditors of financial statements will 
want to pay attention. The SEC is saying, 
“We're going to be taking a hard look at 
litigation contingency reporting this sea- 
son,” and of course the auditors will want 
to evaluate the financial reporting’s con- 
formity to GAAP, 

It’s probably a bigger problem for pub- 
lic companies because public companies 
face a greater likelihood of massive class- 
action litigation, but the standard applies 
to both public companies and private 
companies, so it’s an issue for everyone. 

The downsides of noncompliance can 
be significant. And that’s a big reason why 
companies now are working so hard to get 
it right. ~ 


Kim Nilsen is the JofA’s editorial director. To 
comment on this article or to suggest an idea 
for another article, contact her at knilsen@ 
aicpa.org or 919-402-4048. 
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by Edward Mendlowitz, A ny CPA who does personal income tax returns can relate to the 
CPA/ABV/PFS/CFE /\\ frustration of waiting for clients to open envelopes and organ- 


. Mize data during the tax return informational interview. Don’t let 
this time go to waste. 
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For many firms, the largest volume of 
clients is in tax return services. Using the 
tax return interview to gather informa- 
tion is one of the most effective ways to 
provide benefits to your clients while in- 
creasing revenues. Keep in mind, how- 
ever, your obligations under IRC 8 7216 
(see sidebar, “Use Consent Under 8 
7210"), 


SHARE, DON'T SELL 
Inform clients of your capabilities in a way 
that makes them confident that you are 
there to help, not simply to make a sale. 
Start by looking at the previous year’s 
return and any notes you took when it 
was prepared. Jot down whether the 
client is nearing retirement; thinking of 
starting a business; has children who will 
be starting college; has stock options; has 
a will; or might be receiving an inheri- 
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minimum you can use the notes when 
you prepare for next year’s meeting. If 
the client requires special expertise, you 
can recommend other professionals in 
your firm to perform additional con- 
sultations. 


LISTEN STRATEGICALLY 
At the meeting it is important to initiate 
conversations that will make clients com- 
fortable sharing what is on their mind. 
Listening is a strategic strength. Find out 
their interests and long-term goals, not 
just financial goals. When clients de- 
scribe a problem or something bothering 
them, they usually don’t fully describe 
what they mean. Don't be afraid to seek 
clarification. Most important, show em- 
pathy and offer to help. 

Provide introductions and referrals. 
What friends and associates do you have 


Calling an issue to the client's attention 
could be a great service regardless of 
whether you gain revenue from it. 


tance in the future. Then prepare a brief 
meeting agenda—it doesn’t have to con- 
sist of more than three or four bullet 
points. When you meet with the client 
for the tax return interview, bring these 
up and ask if there are any changes or 
whether the client wants to discuss these 
issues now or later. 

Jot down notes for a follow-up. At a 


© Share, don’t sell. Inform 


ing to them. 


in common? You likely have more use- 
ful information at your fingertips than 
you realize. A callback or e-mail to pass 
on information creates a bond that you 
might be able to use later to help them 
or yourself. 

Share services you perform in the 
client’s field. If the client works for a 
small manufacturer, distributor or ad- 


EXECUTIVE SUMMARY 


fitness checkup. 


vertising agency, let him or her know that 
you have other clients who are small 
manufacturers, distributors or advertis- 
ing agencies. Tell him or her about your 
consulting services in those areas, in- 
cluding cost control, inventory control or 
exploiting bank finance opportunities. 

If the client works in a closely held 
family business, tell him or her about 
your expertise in advising families in suc- 
cession planning or training younger 
family members in basic business tech- 
niques; how you can help the owner de- 
velop exit strategies, including preparing 
the business for sale; or how you can per- 
form due diligence if the owner is think- 
ing of expanding by buying a competi- 
tor or entering a new market. 

If the client is a higher-level executive, 
tell him or her how you can help with 
employment contracts or obtaining top- 
level perks, such as stock options or re- 
stricted stock. 

Discuss saving and investing goals. 
When you see the client’s interest and 
dividend 1099s, determine why he or 
she chose those investments, and based 
on those responses, mention possible al- 
ternatives, including tax-exempt bonds, 
annuities or preferred stocks. Discuss 
goals, such as how concerned the client 
is about educational funding for his or 
her children or grandchildren, as well as 
the client’s own retirement and financial 
security when he or she no longer works. 

If the client is supporting a relative, has 


the client made adequate arrangements if % 


clients of your capabilities in a 
way that makes them confident 
that you are there to help, not 
simply to make a sale. 

& Promote cross selling. Con- 
tinually take time to instruct staff 
on specific types of opportunities 
and emphasize the importance of 
properly identifying and respond- 
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@ Follow-up tactics to con- 
sider include: Hold a post-tax 
season info-sharing meeting 
within your firm; upgrade key 
tax clients to pre-year-end plan- 
ning and projections services; in- 
vite tax clients to an annual finan- 
cial planning seminar; and invite 
tax clients for a fiscal 


@ Upgrade 1/20th of your tax 
clients to additional services. 
These should always be services 
clients need, not scenarios con- 
trived solely to create additional 
work for you. Realize that you 
will have to call far more than 
1/20th of your clients to get 
meetings with 5% of them. 


Edward Mendlowitz (emendlowitz 
@withum.com) is a partner with 
WithumSmith+Brown in New 
Brunswick, N.J. 


To comment on this article or to 
suggest an idea for another article, 
contact Matthew G. Lamoreaux, 
senior editor, at mlamoreaux@ 
aicpa.org or 919-402-4435. 
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Client 
Date 


Prepared by 
The following items that the client might need were identified at our meeting: 


Q) Review adequacy of life insurance based on our discussion of family’s financial needs. 

C) Client indicated he or she does not have a will. We can consult on what should be in the will. 

I If client has a concern about his or her estate plan, we can advise him or her based on his or her desires. 

Q) Client said he or she does not have a buy-sell agreement with his or her business partners. We can consult on the 


terms that should be in the agreement and ways to value the business. 





L) Client expressed goals of when he or she wants to retire. We can help develop a financial plan showing how to achieve 
these goals. 

Q) Client indicated a concern about cash flow in retirement. We can review present assets and accumulation plans to 
show if he or she can achieve the targeted cash flow. 

L) Client needs a separate tax planning consultation. 

U Client is subject to alternative minimum tax. Client should schedule a pre-year-end meeting. 

C) Client indicated that he or she might have a big change in income this year. Client should call us when it appears it 
will occur—before the event takes place. 

CL) Client should have a pre-year-end tax planning meeting and projection. 

LI Client’s estimated tax payments do not protect him or her from penalty. Client needs to inform us before each pay- 
ment is due so we can calculate protective estimated payments. Note: Due dates are June 15, Sept. 15, and Jan. 15 
of next year. 


U) Client is going through a marital separation. Client should schedule an appointment to discuss the financial and tax 





aspects of the separation, and possible divorce. 
Q) Client should consider a retirement plan for his or her business and should call for a consultation. 
Q) Client has a household employee and needs further information. 
(J Client makes large charitable contributions and needs a consultation on tax-advantaged ways to make them. 


Other 





We assume no responsibility to perform these services. Consultations are available for additional fees. Please call our 
office to schedule a meeting. 
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the client dies prematurely? Does the client 


have the right documents, such as a will, 
trusts, and guardianship payment or “al- 
lowance” arrangements? 

When was the last time the client re- 
viewed his or her IRA and 401(k), 403(b), 
pension, and similar plan beneficiary des- 
ignations, if ever? In some cases, doing so 
could be more important than having a 
will. You could be the right person for the 
client to speak to or the catalyst to have 
these items put in order, so the client can 
accomplish what he or she really wants. 

You can help charitable clients make 
sure that adequate funds are left to their 
favorite organizations in the right manner 
or make them aware of alternative or bet- 
ter ways of making current contributions. 

If clients are over- or underwithholding 
taxes, you can help them adjust these 
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amounts. Also, you can review the under- 
lying circumstances causing those situations 
and, perhaps, beneficially alter them. 
Clients with household employees and 
nannies can be walked through the prop- 
er requirements for reporting their wages. 


ADDITIONAL SERVICES 
CHECKLIST 

A checklist can enhance any routine 
client meeting (see Exhibit 1). 

Besides making clients aware of their 
needs, the checklist presents you as the pro- 
fessional who can help them in a wide range 
of services—not just tax preparation and 
compliance. It also signals to the client that 
you are looking for additional business and 
allows you to mention that, if he or she 
has friends or associates in similar circum- 
stances, referrals would be appreciated. 
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After you’ve gone over the checklist 
with the client, give him or her the orig- 
inal and keep a photocopy for your 
records. Then follow up with the client 
after tax season to set up a meeting in the 
summer—or sooner for more urgent 
matters. Some issues can be life-altering 
and should be approached diligently and 
responsibly. 

Calling an issue to the client’s atten- 
tion could be a great service regardless 
of whether you gain revenue from it. In 
the end, it is the client’s choice to accept 


_or reject additional services. However, 


many times awareness leads to action. 


PROMOTE CROSS SELLING 

These opportunities can come from any- 
one in the firm. Therefore, it is impor- 
tant for each staff member to know how 


Engaged Separated Divorced 








To download an inde version of this list, go to the online version of this article at Asien com. Enter 20113816 in 
_ the search box to find the article. 


www.journalofaccountancy.com 





April 2011 Journal of Accountancy 43 


to identify additional client needs, how 
the firm can help, and where leads 
should be directed for follow-up. A ma- 
trix such as the one in Exhibit 2, cus- 
tomized for your firm, can be a useful 
tool for staff. Staff also need to be aware 
of situations where the client might need 
assistance outside the firm’s capabilities. 

You cannot develop a cross-selling 
culture with a single seminar or lunch- 
and-learn session. You will need to con- 
tinually take time to instruct staff on spe- 
cific types of opportunities and emphasize 
the importance of properly identifying 
and responding to them. 

An effective way to instill this client 
service attitude is to make staff aware of 
situations on client accounts they work on. 
Share with them how the firm can ap- 
proach or solve the clients’ issues and bring 
staff into meetings with clients where these 
issues will be raised or discussed. 


FOLLOW-UP TACTICS TO 
CONSIDER 

The following are possible approaches to 
bring a new level of service to clients 
you've identified for follow-up: 

Hold a post-tax season info-sharing 
meeting. Hold a post-tax season staff and 
partner meeting to share and strategize 
how to follow up on leads discovered 
during tax preparation. This is another 
way to develop additional client servic- 
es and identify who should approach the 
client and teach staff. In some cases, of- 
fering a new service will be more im- 
portant to your long-range strategy for 
serving multiple clients than the imme- 
diacy of a single client need that has driv- 
en the discussion. 

Upgrade key tax clients. Some of 
your tax preparation clients could be up- 
graded to include pre-year-end planning 
and projections services. There’s nothing 
like some advance tax liability minimiza- 
tion planning to get clients excited—and 
prompt them to tell their friends—about 
having a good CPA. This should increase 
billings and help your client be better or- 
ganized when it’s time to prepare his or 
her return. 


PRACTICE MANAGEMENT 
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Invite tax clients to an annual financial 
planning seminar. Hand clients person- 
al invitations or extra handouts from past 
or forthcoming seminars. This is much 
more effective than mailing invitations 
alone months later. This raises awareness 
of your (or your firm’s) expertise and gives 
clients some useful guidance. Even if you 
don’t put on a seminar or develop your 
own material, many inexpensive financial 
planning booklets can prominently feature 
your firm’s name. Booklets are also avail- 
able on myriad other topics. Making these 
available to clients can instantly upgrade 
your image. 

Invite tax clients for a fiscal fitness 
checkup. There’s only so much you can 
do during a tax return interview, so con- 
sider asking the client for a follow-up 
meeting. Tell the client that you are re- 
viewing his or her financial situation and 
that you feel a high-value, low-cost con- 


Use Consent Under § 7216 


IRS rules effective Jan. 1, 2009, outline tax return preparers’ duties to safeguard 
taxpayer information from unauthorized disclosure or use. IRC 8 7216 imposes 
criminal penalties on the unauthorized use of taxpayer information. 

The requirements are closely tailored to the type of information, the party 
using it, and whether that party is inside or outside the United States. Anytime 
you consider using tax return information for a purpose other than preparing a 
tax return, you should review your firm’s client consent forms and ensure that the 
forms cover the type of use you are considering and that they are up to date. 

For additional information prepared by the AICPA Tax Section, visit tinyurl.com/ 
4dnqsax. Also, check the IRS website for information and updates at tinyurl.com/ 


Source: “Disclosure Consent Under § 7216) JofA, Oct. 2009, page 22. 


sultation would be a helpful way to ex- 
amine his or her allocation and goais to 
make sure they match up. Quote a fixed 
amount for a 90-minute meeting. 


THE 1/20th RULE 


The 1/20th rule sets your goal to upgrade 
the top 5% of your tax clients to addi- 
tional services. These should always be 
services clients need, not scenarios con- 
trived solely to create additional work for 
you. 

You will have to call far more than 
1/20th of your clients to get meetings with 
5% of them, but it will be worth the effort. 
Also, even if a client declines the addi- 
tional services, they now know your full 
capabilities and will make you their first 
call if they decide to address these issues. 
Also, you can use their declines to solic- 
it referrals. Asking for referrals is the 
most effective way to get referrals. 
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IRS safe harbor offers clear method i 


claim deduction. 


and Robert E. Huber, CPA 


ome homeowners who have built or purchased new homes in recent 

years are experiencing the destructive effects of sulfur emissions from 

so-called corrosive gypsum plasterboard, or drywall. This drywall was 
manufactured in China in response to the mini-construction boom after 
the destruction from Gulf Coast hurricanes in the mid-2000s. Most of it 
was installed between 2005 and 2006. U.S. suppliers could not keep up 
with the increased demand, and imports of Chinese drywall increased 17 
times. However, corrosive drywall had been installed as early as 2001. It 
has been found across the country, but mainly in Florida and Louisiana. 


rosive drywall in buildings in more than 40 
states, the District of Columbia, American 
Samoa and Puerto Rico (see tinyurl.com/ 


As of late January this year, the U.S. Con- 
sumer Product Safety Commission (CPSC) 
had received nearly 3,800 reports of cor- 


: by Karl L. Fava, CPA: Ellen ee Esq: 





5rvq4xj). The corrosive drywall emits hy- 
drogen sulfide gas (which is what gives rot- 
ten eggs their distinctive odor) and, in 
buildings where it has been installed, caus- 
es blackening and corrosion of copper 
wiring, copper components of household 
appliances and copper air conditioning 
evaporator coils. Residents of homes where 
it is present say it also causes health prob- 
lems that include headaches; itchy eyes; 
scratchy, burning throat; and skin irritations. 

Homeowners in Florida, Mississippi, Al- 
abama and Louisiana account for more than 
87% of the CPSC’s reports, with a signifi- 


cant number (165) also reported in Virginia. % 
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The numbers increased during 2010, and 
more cases are likely to continue to come to 
light. The CPSC reports that in 2006 alone, 
more than 5.5 million sheets of drywall 
were imported from China, although only 
some brands were found to give off hydro- 
gen sulfide gas (see tinyurl.com/29m3vgl). 

This article is intended to help CPAs 
guide their clients who have or think they 
may have a problem with corrosive drywall 
to take advantage of guidance and a safe 
harbor method of deducting a casualty loss 
outlined in Revenue Procedure 2010-36 
(tinyurl.com/37um6y4), which the IRS is- 
sued in September 2010 after numerous in- 
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quiries from taxpayers and their congres- 
sional representatives. Acknowledging the 
“unique circumstances” involved, the IRS 
provided the safe harbor and a formula for 
determining its amount. The revenue pro- 
cedure is available to individuals who pay 
to repair damage to their personal residence 
or household appliances from the effects of 
corrosive drywall. 


CONFIRMING THE PRESENCE OF 
CORROSIVE DRYWALL 

Section 4.01 of Revenue Procedure 2010- 
36 states its special tax treatment is avail- 
able for “problem drywall” as identified in 


two steps outlined by the CPSC and the 
Department of Housing and Urban De- 
velopment in interim guidance from those 
agencies issued Jan. 28, 2010 (tinyurl.com/ 
69dsq6g). On Aug. 27, 2010, the agen- 
cies revised this guidance (see tinyurl.com/ 
4h60j55). 

Step 1. An initial inspection finds black- 
ening of copper electrical wiring or air con- 
ditioning evaporator coils and evidence the 
drywall was installed between 2001 and 
2008. 

Step 2. A further inspection finds cor- 
roborating evidence or characteristics, such 
as results of testing a sample of the drywall 
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for sulfur content; metal corrosiveness 
and/or sulfide gas emission. Other possi- 
ble corroborating evidence can be labeling 
or other marks indicating the drywall is of 
Chinese origin. 


PROBLEM ISSUES CLARIFIED 

The revenue procedure clarified a number 
of problematic areas for homeowners seek- 
ing to claim a casualty loss deduction for 
damage caused by corrosive drywall and the 
cost to remove and replace it and repair or 
replace affected metal components or house- 
hold appliances. One was the nature of the 
damage. For loss deduction purposes, a ca- 
sualty is generally defined as partial or com- 
plete destruction of property resulting from 
an event “of a sudden, unexpected, and un- 
usual nature” (Revenue Ruling 72-592). The 
effects of corrosive drywall could easily be 
described as unexpected and unusual, but 
they might be difficult or impossible to char- 
acterize as a sudden event. The damage from 
the drywall typically occurs over time; cop- 
per tubing does not corrode overnight. Yet 
Revenue Ruling 72-592 underscores the 
suddenness of a casualty as an event “that 
is swift and precipitous and not gradual or 
progressive.” The revenue procedure also 
cites Matheson v. Commissioner (54 F2d 537 
(2nd Cir. 1931)), in which the taxpayer was 
denied a casualty loss deduction related to 


TAX 


a flawed design that allowed a home’s steel 
foundation reinforcement bars to corrode. 
Because a personal property casualty loss is 
defined as arising “from fire, storm, ship- 
wreck, or other casualty” (section 165(c)(3)), 
courts have reasoned that by “other casual- 
ty,’ Congress meant events as sudden as fire, 
storm and shipwreck. Courts have similar- 
ly ruled against taxpayers with respect to 
wood “dry rot” (Hoppe v. Commissioner, 42 
TC 820, (affd, 9th Cir. 1965)) and termite 
damage (Fay v. Helvering, 120 F2d 253 (2nd 
Cir. 1941)). 

Asecond problem was also time-related. 
Section 165(a) provides that the loss is prop- 
erly claimed in the tax year in which it is sus- 
tained. With respect to corrosive drywall 
damage, when exactly was the loss sustained? 
Was it the year the drywall was installed, or 
later, when the effects were discovered? 

Third, how was the amount of loss to be 
determined? Under the existing regulations, 
the amount of a casualty loss generally is the 
decrease in the fair market value of the prop- 
erty as a result of the casualty, limited to the 
taxpayer's adjusted basis in the property 
(Treas. Reg. § 1.165-7(b)). However, deter- 
mining the fair market value before the loss, 
especially in the economic conditions ex- 
isting at the time, could be problematic. To 
simplify the calculation of the loss, regula- 
tions also permit taxpayers to use the cost 


EXECUTIVE SUMMARY 


to repair damaged property as evidence of 
the decrease in the value of the property. 
Such repairs must be only those needed to 
restore the property to its condition imme- 
diately before the casualty, and their cost 
must not be excessive. They must not in- 
crease the property’s value beyond its value 
immediately before the casualty (Treas. Reg. 
§ 1.165-7(a)(2)(ii)). The revenue procedure 
applies these requirements, stating that only 
amounts paid to restore the taxpayer's per- 
sonal residence to the condition existing im- 
mediately prior to damage qualify for loss 
treatment (section 4.03). Where a household 
appliance is replaced rather than repaired, 
the amount of the loss attributable to the ap- 
pliance under the revenue procedure is the 
lesser of the current cost to replace the orig- 
inal appliance or the basis of the original ap- 
pliance (generally its cost) (section 4.04). 
Fourth, taxpayers generally must wait 
to claim a casualty loss until they are rea- 
sonably certain whether they will receive 
any insurance reimbursement or other re- 
covery for any portion of it covered by a 
claim for reimbursement with respect to 
which there is a reasonable prospect of re- 
covery (Treas. Reg. § 1.165-1(d)(2)). 


CLEARING THE HURDLES 
The revenue procedure addresses the first 


three hurdles by stating that the Service will ¥ 


& Taxpayers may seek relief 
under IRS Revenue Procedure 
2010-36, which addresses tax 
implications of corrosive drywall 
and the resulting economic loss. 
The procedure addresses what 
constitutes a deductible casualty 
loss, the tax year in which the 
Joss is deductible, and how to 
compute the amount of the loss. 
It provides a safe harbor method 
for determining the amount of the 
loss. 

@ Under the safe harbor, a tax- 
payer who does not have a 
pending claim for reimburse- 
ment of damages and does not 
intend to pursue reimbursement 
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may claim a loss of all unreim- 
bursed amounts paid during the 
tax year to repair damage from 
corrosive drywall to the taxpay- 
er's personal residence and 
household appliances. If there is 
a pending claim for reimburse- 
ment or an intention to pursue re- 
imbursement, a taxpayer may 
claim only 75% of the unreim- 
bursed amounts paid to repair 
the damages. Income or an addi- 
tional deduction may arise ina 
subsequent tax year, depending 
on the amount of any reimburse- 
ment actually received. 

@ The revenue procedure car- 
ries a drawback of basing the 


amount of the deduction on pay- 
ment for repairs rather than a cal- 
culation of decrease in fair mar- 
ket value as a result of the 
casualty (limited to the taxpayer's 
basis in the property), that is oth- 
erwise allowed as a method 
under Treas. Reg. § 1.165-7(b). 

M@ However, the revenue proce- 
dure gives taxpayers certainty 
that the IRS will not challenge 
treatment of the repairs as a ca- 
sualty loss under the requirement 
that a casualty is the result of an 
“identifiable event” that is “sud- 
den, unexpected, and unusual” 
rather than the result of “progres- 
sive deterioration” 
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The numbers increased during 2010, and 
more cases are likely to continue to come to 
light. The CPSC reports that in 2006 alone, 
more than 5.5 million sheets of drywall 
were imported from China, although only 
some brands were found to give off hydro- 
gen sulfide gas (see tinyurl.com/29m3vg)). 

This article is intended to help CPAs 
guide their clients who have or think they 
may have a problem with corrosive drywall 
to take advantage of guidance and a safe 
harbor method of deducting a casualty loss 
outlined in Revenue Procedure 2010-36 
(tinyurl.com/37um6y4), which the IRS is- 
sued in September 2010 after numerous in- 


quiries from taxpayers and their congres- 
sional representatives. Acknowledging the 
“unique circumstances” involved, the IRS 
provided the safe harbor and a formula for 
determining its amount. The revenue pro- 
cedure is available to individuals who pay 
to repair damage to their personal residence 
or household appliances from the effects of 
corrosive drywall. 


CONFIRMING THE PRESENCE OF 
CORROSIVE DRYWALL 

Section 4.01 of Revenue Procedure 2010- 
36 states its special tax treatment is avail- 
able for “problem drywall” as identified in 





two steps outlined by the CPSC and the 
Department of Housing and Urban De- 
velopment in interim guidance from those 
agencies issued Jan. 28, 2010 (tinyurl.com/ 
69dsq6g). On Aug. 27, 2010, the agen- 
cies revised this guidance (see tinyurl.com/ 
4h60j55). 

Step 1. An initial inspection finds black- 
ening of copper electrical wiring or air con- 
ditioning evaporator coils and evidence the 
drywall was installed between 2001 and 
2008. 

Step 2. A further inspection finds cor- 
roborating evidence or characteristics, such 
as results of testing a sample of the drywall 
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for sulfur content, metal corrosiveness 
and/or sulfide gas emission. Other possi- 
ble corroborating evidence can be labeling 
or other marks indicating the drywall is of 
Chinese origin. 


PROBLEM ISSUES CLARIFIED 

The revenue procedure clarified a number 
of problematic areas for homeowners seek- 
ing to claim a casualty loss deduction for 
damage caused by corrosive drywall and the 
cost to remove and replace it and repair or 
replace affected metal components or house- 
hold appliances. One was the nature of the 
damage. For loss deduction purposes, a ca- 
sualty is generally defined as partial or com- 
plete destruction of property resulting from 
an event “of a sudden, unexpected, and un- 
usual nature” (Revenue Ruling 72-592). The 
effects of corrosive drywall could easily be 
described as unexpected and unusual, but 
they might be difficult or impossible to char- 
acterize as a sudden event. The damage from 
the drywall typically occurs over time; cop- 
per tubing does not corrode overnight. Yet 
Revenue Ruling 72-592 underscores the 
suddenness of a casualty as an event “that 
is swift and precipitous and not gradual or 
progressive.” The revenue procedure also 
cites Matheson v. Commissioner (54 F2d 537 
Qnd Cir. 1931)), in which the taxpayer was 
denied a casualty loss deduction related to 


TAX 


a flawed design that allowed a home’s steel 
foundation reinforcement bars to corrode. 
Because a personal property casualty loss is 
defined as arising “from fire, storm, ship- 
wreck, or other casualty” (section 165(c)(3)), 
courts have reasoned that by “other casual- 
ty,” Congress meant events as sudden as fire, 
storm and shipwreck. Courts have similar- 
ly ruled against taxpayers with respect to 
wood “dry rot” (Hoppe v. Commissioner, 42 
TC 820, (aff'd, 9th Cir. 1965)) and termite 
damage (Fay v. Helvering, 120 F2d 253 (2nd 
Cir. 1941)). 

A second problem was also time-related. 
Section 165(a) provides that the loss is prop- 
erly claimed in the tax year in which it is sus- 
tained. With respect to corrosive drywall 
damage, when exactly was the loss sustained? 
Was it the year the drywall was installed, or 
later, when the effects were discovered? 

Third, how was the amount of loss to be 
determined? Under the existing regulations, 
the amount of a casualty loss generally is the 
decrease in the fair market value of the prop- 
erty as a result of the casualty, limited to the 
taxpayer's adjusted basis in the property 
(Treas. Reg. § 1.165-7(b)). However, deter- 
mining the fair market value before the loss, 
especially in the economic conditions ex- 
isting at the time, could be problematic. To 
simplify the calculation of the loss, regula- 
tions also permit taxpayers to use the cost 
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to repair damaged property as evidence of 
the decrease in the value of the property. 
Such repairs must be only those needed to 
restore the property to its condition imme- 
diately before the casualty, and their cost 
must not be excessive. They must not in- 
crease the property’s value beyond its value 
immediately before the casualty (Treas. Reg. 
§ 1.165-7(a)(2)(ii)). The revenue procedure 
applies these requirements, stating that only 
amounts paid to restore the taxpayer's per- 
sonal residence to the condition existing im- 
mediately prior to damage qualify for loss 
treatment (section 4.03). Where a household 
appliance is replaced rather than repaired, 
the amount of the loss attributable to the ap- 
pliance under the revenue procedure is the 
lesser of the current cost to replace the orig- 
inal appliance or the basis of the original ap- 
pliance (generally its cost) (section 4.04). 
Fourth, taxpayers generally must wait 
to claim a casualty loss until they are rea- 
sonably certain whether they will receive 
any insurance reimbursement or other re- 
covery for any portion of it covered by a 
claim for reimbursement with respect to 
which there is a reasonable prospect of re- 
covery (Treas. Reg. § 1.165-1(d)(2)). 


CLEARING THE HURDLES 


The revenue procedure addresses the first 
three hurdles by stating that the Service will > 


@ Taxpayers may seek relief 
under IRS Revenue Procedure 
2010-36, which addresses tax 
implications of corrosive drywall 
and the resulting economic loss. 
The procedure addresses what 
constitutes a deductible casualty 
loss, the tax year in which the 
loss is deductible, and how to 
compute the amount of the loss. 
It provides a safe harbor method 
for determining the amount of the 
loss. 

@ Under the safe harbo;, a tax- 
payer who does not have a 
pending ciaim for reimburse- 
ment of damages and does not 
intend to pursue reimbursement 
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may claim a loss of all unreim- 
bursed amounts paid during the 
tax year to repair damage from 
corrosive drywall to the taxpay- 
er’s personal residence and 
household appliances. If there is 
a pending claim for reimburse- 
ment or an intention to pursue re- 
imbursement, a taxpayer may 
claim only 75% of the unreim- 
bursed amounts paid to repair 
the damages. Income or an addi- 
tional deduction may arise in a 
subsequent tax year, depending 
on the amount of any reimburse- 
ment actually received. 

@ The revenue procedure car- 
ries a drawback of basing the 


amount of the deduction on pay- 
ment for repairs rather than a cal- 
culation of decrease in fair mar- 
ket value as a result of the 
casualty (limited to the taxpayer's 
basis in the property), that is oth- 
erwise allowed as a method 
under Treas. Reg. § 1.165-7(b). 
@ However, the revenue proce- 
dure gives taxpayers certainty 
that the IRS will not challenge 
treatment of the repairs as a ca- 
sualty loss under the requirement 
that a casualty is the result of an 
“identifiable event” that is “sud- 
den, unexpected, and unusual” 
rather than the result of “progres- 
sive deterioration” 


Karl L. Fava (kfava@bfcinc.com) is 
a principal with Business Financial 
Consultants Inc. in Dearborn, Mich. 
Ellen Weiss (ellenlweiss@yahoo. 
com) is a tax consultant in Canton, 
Mich. Robert E. Huber (robert@ 
hubercpapc.com) is a principal 
with Huber CPA PC, and a Ph.D. 
candidate at the University of Ari- 
zona, both in Tucson, Ariz. 

To comment on this article or to 
suggest an idea for another arti- 
cle, contact Paul Bonner, senior 
editor, at pbonner@aicpa.org or 
919-402-4434, 





eS Pe a Te Te Oe Pe EEE Oe ee 


April 2011 Journal of Accountancy 47 


not challenge a casualty loss claim by an in- 
dividual to repair damage to the individual's 
personal residence or household appliances 
resulting from corrosive drywall (as defined 
in the revenue procedure) if the individual 
treats the amount paid to repair the dam- 
age as a casualty loss in the year of payment. 

The fourth problem, reimbursement 
for the loss, is addressed in section 4.02 
of the revenue procedure for taxpayers in 
each of the following circumstances: 

No claim for reimbursement. A taxpayer 
who does not have a pending claim for re- 
imbursement (and does not intend to pur- 
sue reimbursement) may claim as a loss all 
unreimbursed amounts paid during the tax- 
able year to repair damage to the taxpayer’s 
personal residence and household appli- 
ances that results from corrosive drywall. 

Pending claim for reimbursement. A 
taxpayer who has a pending claim for reim- 
bursement (or intends to pursue reim- 
bursement) may take advantage of the safe 
harbor method and claim a loss for 75% of 
the unreimbursed amounts paid during the 
tax year to repair damage to the taxpayer's 
personal residence and household appliances 
that resulted from corrosive drywall. The tax- 
payer may have to include in gross income 
the amount of recovery previously deduct- 
ed or have an additional deduction in sub- 
sequent tax years, depending on the actual 
amount of the reimbursement received (sec- 
tion 4.02 of the revenue procedure). 

Reimbursement already received. A 
taxpayer who has been fully reimbursed 
before filing a return for the year the loss 
was sustained may not claim a loss. 

The general floor for losses of personal- 
use property as an itemized deduction ap- 
plies: $100 ($500 for 2009), plus 10% of the 
taxpayer's adjusted gross income (AGI). 


COMPARISON OF THE SAFE 
HARBOR AND SECTION 165 
The main advantage of the revenue proce- 
dure is that a taxpayer does not need to sub- 
stantiate that the loss was a casualty as 
defined under section 165. The main dis- 
advantage is that, to fall under the safe har- 
bor and avoid any possible IRS challenge, 
the taxpayer must pay for the required re- 


TAX 


pairs. Thus, only those taxpayers able to pay 
for the cost of repairs will be allowed to claim 
the casualty loss under the safe harbor. 
For casualty losses generally, Treas. Reg. 
8 1.165-7(b) allows the amount of loss to 
be based on the decrease in the property’s 
fair market value, but this would be open 
to challenge by the IRS, as it does not fall 
under the safe harbor method contained in 
the revenue procedure. In addition, the 
amount of loss may be difficult to prove if 
the difference in fair market value is used as 
the measurement of the amount of loss, es- 
pecially considering the overall economic 
condition of the real estate market. As noted 
in Brandom v. U.S. (docket no. 76CV779-W- 
3 (WD. Mo. 1978)), the casualty loss must 





ions could vary on exactly when the likeli- 
hood of recovery is no longer reasonable. 


CLAIMING THE Loss 

A casualty loss is claimed as an itemized 
deduction on Schedule A of Form 1040 
and Form 4684, Casualties and Thefts. The 
safe harbor provision of the revenue pro- 
cedure requires the taxpayer to include the 
heading “Revenue Procedure 2010-36” at 
the.top of Form 4684. 

For corrosive drywall losses incurred in 
prior years, taxpayers may file an amend- 
ed return. 

For tax years before 2010, a taxpayer's 
itemized deductions may be limited by the 
phaseout based on AGI. The casualty loss 


Only those taxpayers able to pay for the 
cost of repairs will be allowed to claim the casualty 
loss under the safe harbor. 


recognize effects of any general market de- 
cline affecting undamaged property and ex- 
clude that decline in value. If there is not an 
accurate appraisal of the property prior to 
any damage from drywall, it could be diffi- 
cult to determine just how much of the loss 
is attributable to corrosive drywall versus an 
overall decline in residential housing prices. 

Under the safe harbor in the revenue pro- 
cedure, a taxpayer may be able to take a de- 
duction in the year that he or she pays for 
repairs, regardless of the prospects for a re- 
covery or reimbursement for the damage; 
under Treas. Reg. § 1.165-1(d)(2)(), a tax- 
payer attempting to take a loss outside the 
revenue procedure would be able to take a 
loss only in the year that no prospect for re- 
imbursement exists. With many builders 
being insolvent and the supplier of the dry- 
wall difficult or impossible to determine 
(and possibly also insolvent), a reasonable 
prospect of recovery may not be likely. A tax- 
payer may be able to substantiate that re- 
covery is unlikely if the taxpayer can track 
down these parties and execute a release (see 
Treas. Reg. 8 1.165-1(d)(2)(@)). Absent such 
definitive proof, and since this is a question 
of fact (as stated in the regulations), opin- 


deduction should not increase the likeli- 
hood that the taxpayer will be subject to 
the alternative minimum tax. The casual- 
ty loss described in this article relates to 
personal property and is not a tax prefer- 
ence item. Taxpayers must reduce their 
basis in the home by the amount of the ca- 
sualty loss deduction and any reimburse- 
ment from insurance or otherwise. 

Example 1: Safe harbor without reim- 
bursement claim. During the 2010 tax 
year, Taxpayer A incurred $12,500 to 
replace corrosive drywall and repair dam- 
aged appliances. Taxpayer A cannot seek 
reimbursement from any parties that con- 
tributed to the damages. Taxpayer A’s AGI 
in 2010 was $45,000. 

Step 1. Since Taxpayer A does not have 
a pending claim for reimbursement and 
does not plan to seek reimbursement, his 
gross casualty loss is equal to the full 
amount of costs incurred in 2010, $12,500. 

Step 2. Reduce casualty loss by $100 
due to section 165(h)(1). 

Step 3. Casualty loss is reduced by an 
additional 10% of Taxpayer A’s AGI 
($45,000 X 10% = $4,500). Taxpayer A’s 
allowable casualty loss claim is $7,900 
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($12,500 — 100° — 4,500 = $7,900). 

Example 2: Safe harbor with reim- 
bursement claim. The facts are the same 
as Example 1, except that Taxpayer B has 
a claim pending for reimbursement by the 
builder. 

Step 1. Since Taxpayer B has a pend- 
ing claim for reimbursement, his gross ca- 
sualty loss is equal to 75% of the amount 
of costs incurred in 2010, or $9,375 
($12,500 X 75%). 

Step 2. Reduce casualty loss by $100 
due to section 165(h)(1). 

Step 3. Casualty loss is reduced by an 
additional 10% of Taxpayer B’s AGI 
($45,000 X 10% = $4,500). Taxpayer B’s 
allowable casualty loss claim is $4,775 
($9,375 — 100 — 4,500 = $4,775). 


CLARITY AND GREATER 
CERTAINTY 

Prior to Revenue Procedure 2010-36 there 
was much uncertainty about whether the 


TAX 


damages caused by corrosive drywall qual- 
ified as a casualty loss. The revenue pro- 
cedure provides taxpayers with a clear 
method to claim a deduction for the cost 
of repairs due to corrosive drywall. How- 


ever, because it generally requires basing 
the amount of loss on amounts paid to re- 
pair damage, it may prevent taxpayers who 
are unable to pay for repairs from claim- 


ing a loss. od 


AICPA RESOURCES 


CPE self-study 
AICPA’s Annual Federal Tax Update (2010 
Edition) (#731139) 


For more information or to make a purchase, 
go to cpa2biz.com or call the Institute at 
888-777-7077. 


On-Site Training 
AICPA’s Annual Federal Tax Update (#PTU) 


To access courses, go to aicpalearning. 

org and click on “On-Site Training” then 
search by “Acronym Index.” If you need assis- 
‘tance, please contact a training representa- 
tive at 800-634-6780 (option 1). 


The Tax Adviser and Tax Section 

The Tax Adviser is available at a reduced 
subscription price to members of the Tax 
Section, which provides tools, technologies 
and peer interaction to CPAs with tax prac- 
tices. More than 23,000 CPAs are mem- 
bers. The Section updates members on tax 
legislative and regulatory developments. Visit 
the Tax Center at aicpa.org/tax. The current 
issue of The Tax Adviser is available at 
aicpa.org/pubs/taxadv. 


OTHER RESOURCE 


Website 
Drywall Information Center, 
tinyurl.com/nad22q 
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opportunities with the CPA profession’s top thought leaders. 
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you can save up to $400 on registration fees. 
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IRA Charitable Distributions 
No Panacea 





The extension for 2010 and 2011 of IRA qualified 
charitable distributions may encourage your 
clients to include them in their financial planning. 
Yet while it is true that completing a direct 
contribution from an IRA is pre-tax, this is hardly 
unique to contributing from an IRA, and in reality 
other charitable contribution strategies may still 
be far more effective for many affluent clients. 


The primary reason that direct contributions from IRAs have 
relatively little value is that, in fact, the charitable deduction 
received for a regular cash contribution to offset other income 
usually yields an almost identical result in terms of after-tax 
wealth available to the taxpayer. The difference between the two 
is primarily due only to the effects of higher adjusted gross 
income resulting from including a distribution from the IRA in 
taxable income, such as deduction and credit phaseouts and 
other thresholds, such that the charitable deduction does not 
quite perfectly offset the net impact of higher income. 

Contrast this, though, with another popular charitable 
gifting strategy: donating appreciated securities. In this case, the 
taxpayer receives a charitable deduction to offset income, in the 
same manner as donating from cash or another income source. 
However, in addition, the individual gets to exclude the long- 
term capital gain attributable to the appreciation. The net result 
is a full pre-tax contribution and excluding capital gains from 
income, generating even more after-tax wealth. An example: 

John, who is 74 years old, has (in addition to other wealth 
that he uses to maintain his standard of living) three accounts: a 
$100,000 IRA, a $100,000 checking account, and $100,000 of 
ultra-long-term appreciated stock with a near-zero cost basis. 
He wishes to contribute $100,000 to a charity. 

Scenario A: John contributes $100,000 from his checking 
account. In return, he receives a $100,000 tax deduction, which 
can nearly offset all of the income from his IRA. The net result: 
Almost all of his IRA income is tax-free (we'll assume he can 
spend $98,000 of it, with $2,000 owed in taxes due to a not- 
quite-perfect offset of the deduction), and his appreciated 
securities will be worth $80,000 after taxes. Final spendable 


wealth: $178,000. 

Scenario B: John contributes $100,000 directly from his IRA 
to a charity, since he’s over age 70%. In return, he is able to 
exclude the entire $100,000 from income. He still has his 
$100,000 checking account available, and he still has $80,000 
of after-tax value for his appreciated securities. Final spendable 
wealth: $180,000. 

Scenario C: John contributes his $100,000 of appreciated 
securities to the charity, and since they’re a long-term asset, he’s 
able to exclude the entire amount of capital gains from income, 
while also still claiming a full $100,000 tax deduction. This 
allows John to almost fully offset his IRA income (again, we'll 
assume he can spend $98,000 of it, with $2,000 owed in taxes 
due to the not-quite-perfect offset of the deduction), and he still 
has $100,000 in his checking account. Final spendable wealth: 
$198,000. 

As the scenarios above show, there is some tax-efficiency 
value to completing a direct contribution from an IRA; the 
difference between scenarios A and B represents the benefit of 
having a direct exclusion of IRA income, instead of just trying to 
offset it with an outside charitable deduction. Nonetheless, it is 
still inferior to contributing appreciated securities, which results 
in far more final, spendable wealth. 

The contribution of appreciated securities doesn’t always 
work out better. Charitable gifts of capital gain property, 
including appreciated securities, can subject the donor to lower 
annual deductibility ceilings (for a 50% charity, the ceiling is 
reduced to 30% of AGI, and for a 30% charity, it is reduced to 
20%—see IRC §8 170(b)(1)(C) and (D)); on the other hand, if 
the deduction is significant enough, it may still be worthwhile 
to contribute appreciated securities and carry forward the 
unused amount to a subsequent year. However, if the amount of 
capital gains to avoid is modest, and/or most of the charitable 
contribution will be carried forward (or worse, is even at risk of 
being carried forward until it is lost), the strategy may be less 
effective. If state taxation is involved and the state provides less 
favorable treatment of charitable deductions than the federal tax 
system, the direct IRA contribution may be preferable. 

In the end, charitable contributions from an IRA should be 
viewed merely as a slightly more effective means of donating 
than contributing cash; contributing appreciated securities is 
still higher on the pyramid of tax-preferred giving. 





By Michael E. Kitces, M.Tax., CFR ChFC, (michael@kitces.com) 
director of research at Pinnacle Advisory Group in Columbia, Md., 
and author of The Kitces Report (www.kitces.com) and the blog 
“Nerd’s Eye View” (www.kitces.com/blog), where a version of this 
article first appeared. 





To comment on this article or to suggest an idea for another article, 
contact Paul Bonner, senior editor, at pbonner@aicpa.org or 919- 
402-4434. 
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FICA 


SUPREME COURT: MEDICAL 
RESIDENTS NOT EXEMPT 
FROM FICA 

Resolving a circuit split and applying the 
Chevron standard of greater deference to 
Treasury regulations, the U.S. Supreme 
Court upheld the validity of Treasury reg- 
ulations requiring full-time medical resi- 
dents and their university employers to 
pay FICA tax. In doing so, the court 
announced that tax regulations should 
generally be accorded Chevron deference. 

The case, Mayo Foundation v. U.S., 
hinged on whether medical residents are 
exempt from FICA under IRC §8 
3121(b)(10), the so-called student excep- 
tion. The provision exempts wages for 
services performed for a school, college or 
university if the service is performed by a 
student who is enrolled and regularly 
attends classes at the school, college or uni- 
versity. In a unanimous decision written by 
Chief Justice John Roberts, the court 
affirmed a 2009 Eighth Circuit decision 
(568 F3d 675; see previous Tax Matters 
coverage, Sept. 2009, page 77) that med- 
ical residents working 40 or more hours a 
week are not eligible for the exception. The 
Supreme Courts holding overrules deci- 
sions of the Second, Sixth, Seventh and 
Eleventh circuits, which have called for a 
case-by-case analysis to determine if resi- 
dents are considered students and if the 
hospitals they work for are considered 
schools, colleges or universities (see “Tax 
Matters: FICA for Medical Residents Splits 
Circuits,” JofA, Jan. 2008, page 73). 

The Mayo Foundation offers medical 
residency programs that provide hands-on 
education in specialty fields to medical 
school graduates. The residents typically 
work between 50 and 80 hours per week, 
during which they examine and diagnose 


patients, prescribe medication and perform 
certain procedures under the direct super- 
vision of attending physicians. Residents 
are also required to fulfill more formal ele- 
ments of education, such as completing 
reading assignments and taking examina- 
tions. The Mayo Foundation paid the resi- 
dents stipends and provided them with 
health and malpractice insurance. 

In 2003, the U.S. District Court for the 
District of Minnesota held that the stipends 
the Mayo Foundation paid to its residents 
were not subject to FICA because the res- 
idents satisfied the student exception 
under regulations then in effect (282 
ESupp. 2d 997). Those regulations stated 
that an employee would be considered a 
student if the services performed were inci- 
dent to and for the purpose of pursuing an 
education at the school, college or univer- 
sity. However, following its loss in that 
and several other cases, the Treasury 
Department amended the regulations to 
state that services performed by full-time 
employees—defined as employees who 
normally work 40 hours or more per 
week—are not incident to education and 
therefore are not eligible for the student 
exception (Treas. Reg. § 31.3121(b)(10)- 
2). The amended regulations also include 
an example that specifically excludes med- 
ical residents from the exception (section 
31.3121(b)(10)-2(e), Example 4). The 
Mayo Foundation in 2006 returned to the 
district court, which held that the amend- 
ed regulations were invalid because they 
were “arbitrary, capricious and unreason- 
able” (503 ESupp. 2d 1164). 

Before the Supreme Court, the Mayo 
Foundation again argued that the amend- 
ed regulation is invalid because the statute 
is unambiguous and the 40-hour test is an 
impermissible interpretation of it. The IRS 
took the position that the statute is 
ambiguous, raising the question of which 


prior Supreme Court case applies when 
determining whether a tax regulation 
should be upheld. The district court had 
held for the taxpayer based on the less def- 
erential, tax-specific standard of National 
Muffler Dealers Assn. Inc. v. U.S., 440 U.S. 
472 (1979). The Eighth Circuit overturned 
that decision based on the higher-defer- 
ence standard of Chevron USA vy. Natural 
Resources Defense Council Inc., 467 U.S. 837 
(1984), which applies to all administrative 
agencies. Although the Supreme Court 
acknowledged that it had not previously 
distinguished between National Muffler 
and Chevron, it held that, absent a justifi- 
cation to follow the less deferential stan- 
dard of National Muffler, the proper 
approach is that in Chevron, which asks 
whether Congress has directly addressed 
the precise question at issue and, if not, 
whether the regulation is a permissible 
interpretation of the statute. Further, the 
court clarified that there is no special stan- 
dard for analyzing tax regulations and that 
Chevron applies regardless of the type of 
authority granted from Congress to the 
Treasury Department—general or specif- 
ic—under which the regulations being 
analyzed were issued. 

As applied to whether medical resi- 
dents are subject to FICA, the Supreme 
Court found that IRC § 3121(b)(10) is 
silent on the definition of “student” and 
ambiguous as to how it should be applied 
to working professionals. It then found 
that the 40-hour test was a reasonable 
interpretation of “student.” The court stat- 
ed that “[rJegulation, like legislation, often 
requires drawing lines,” and that the 
Treasury Department's focus on hours is a 
“perfectly sensible” way “to distinguish 
between workers who study and students 
who work.” The court further found that 
the Treasury's interpretation will avoid 
“the wasteful litigation and continuing 
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uncertainty that would inevitably accom- 
pany any purely case-by-case approach” 
(quoting U.S. v. Correll, 389 U.S. 299 
(1967)) and furthers the purposes of Social 
Security, which is funded by FICA taxes. 

@ Mayo Foundation v. U.S., docket no. 
09-837 (U.S.S.C.) (1/11/2011) 


By Laura Lee Mannino, CPA, LL.M., asso- 
ciate professor of accounting and taxation, St. 
John’s University, Jamaica, N.Y. 


ECONOMIC SUBSTANCE, 
PARTNERSHIPS 


TRANSFER OF REHAB CREDIT 
VALIDATED 

The Tax Court held that a partnership cre- 
ated to transfer a historic rehabilitation 
credit to a taxable corporation was valid 
and that the transfer and the corporation’s 
participation in the partnership had objec- 
tive economic substance. 

The state of New Jersey in 1992 author- 
ized the New Jersey Sports and Exposition 
Authority (NJSEA) to build and operate a 
new convention center on Atlantic City’s 
famous Boardwalk and to rehabilitate and 
operate the old one, subsequently known 
as Historic Boardwalk Hall. The rehabilita- 
tion would generate a federal tax credit 
under section 47, which allows a credit of 
10% of qualified expenditures of rehabili- 
tating a building built before 1936, or 20% 
of qualified expenditures to rehabilitate a 
structure listed in the National Register of 
Historic Places or certified as having his- 
toric significance within a registered his- 
toric district. 

To generate the funds to fulfill the proj- 
ect, the NJSEA created Historic Boardwalk 
Hall (HBH), an LLC treated for tax pur- 
poses as a partnership, with business 
equipment and services company Pitney 
Bowes Inc. as investor member. HBH's 
operating agreement allocated 100% of the 
section 47 credit to Pitney Bowes, plus a 
3% preferred return. The parties also 
signed a contract that contained future 
purchase options. One option allowed the 
NJSEA to purchase Pitney Bowes’ interest 
during the 12-month period following the 


TAX MATTERS 





Farm and Business Assets in Taxable Estate Returns 
Filed in 2009, by Size of Estate 


(dollar amounts in thousands) 


* Sum of real estate partnerships, closely 
held stock, other limited partnerships and 
other noncorporate business assets. 
Amounts for real estate partnerships and 
other noncorporate business assets for 
estates under $2 million, and $2 million to 
$3.5 million, are disaggregated from larger 
estates with which the SOI report had 
combined them “to prevent disclosure of 
individual taxpayer information?’ 


Farm Assets 


Business Assets” 


Source: Congressional Research Service, “Asset Distribution of Taxable Estates: 
An Analysis)’ Table 4. Data from IRS, Statistics of Income, tinyurl.com/46ryvya. 


section 47 holding period (60 months after 
the property is placed in service). A second 
option gave Pitney Bowes the right to 
demand that the NJSEA purchase its inter- 
est during the 12 months following 24 
months after the expiration of the holding 
period. Both options’ prices were set to 
provide Pitney Bowes a return of its invest- 
ment plus the 3% preferred return. (Pitney 
Bowes would have already received the tax 
benefit from the section 47 credit.) HBH 
was required to purchase a contract from a 
bank that guaranteed the funds to fulfill 
the purchase options. 

The government denied Pitney Bowes 
the tax credit on the grounds that the trans- 
action lacked economic substance and that 
HBH was a sham. In addition, the govern- 
ment contended that Pitney Bowes was not 
a partner, since its contribution was actual- 
ly a loan, and that the NJSEA never trans- 
ferred ownership of the hall to HBH. 

The court first considered whether the 
transaction had economic substance, that 
is, whether it had both a profit potential 





and a business purpose. The government 
argued that the project would not be prof- 
itable to Pitney Bowes without the tax 
credit, and therefore, the project did not 
have a valid nontax profit potential. The 
court rejected this argument on the 
grounds that Congress enacted section 47 
to stimulate otherwise unprofitable reha- 
bilitation projects, and therefore the credit 
should be included in the analysis. 
Combining the credit with the 3% pre- 
ferred return was sufficient, according to 
the court, to provide a profit potential. 
Next, the court determined the subjective 
business purpose requirement was met, 
because the partnership was created to 
allow Pitney Bowes to invest in the hall’s 
rehabilitation. Given that the rehabilitation 
was necessary for the hall to generate any 
future revenue, the court concluded that 
the rehabilitated hall would be a viable 
business location and that Pitney Bowes 
was an investor in the business. 

The government pointed out that the 
original investment documents referred to 





52 Journal of Accountancy April 2011 


www.journalofaccountancy.com 





TAX MATTERS 


Percentage of taxpayers agreeing that each motive had a “great deal 
of influence” on honestly reporting and paying their taxes: 


Your personal integrity 


Third parties reporting your income (for example, 


wages, interest, dividends) to the IRS 


Fear of an audit 


39% 


35% 


Belief that your neighbors are reporting and 


paying honestly 


21% 


Soest 


Source: 2010 Taxpayer Attitude Survey, IRS Oversight Board, tinyurl.com/4pb9g87. 


the transaction as a “sale of tax credits.” 
The court ignored this statement on the 
grounds that the true substance of the 
transaction was an investment and not a 
sale of credits. The government also argued 
that Pitney Bowes was not a partner. The 
court turned to the Supreme Court’ deci- 
sion in Commissioner v. Culbertson (337 
U.S. 733 (1949)) for the factors to decide 
whether a partnership had been formed. 
These factors include the agreement, the 
conduct of the parties and the actual con- 
trol of income. Based on these factors, the 
court concluded that the NJSEA and 
Pitney Bowes joined to conduct a business 
enterprise partnership, despite the fact that 
the NJSEA ran the operation and Pitney 
Bowes simply made capital contributions. 
As for the governments related argument 
that the cash given to HBH by Pitney 
Bowes was a loan and not a capital contri- 
bution, the court concluded it was not a 
loan, because Pitney Bowes was not guar- 
anteed an annual payment but rather had 
to wait until HBH was profitable or for the 
NJSEA to repurchase its interest to receive 
a return on its investment. 

The court also rejected the govern- 
ment’ argument that the NJSEA did not 
sell the hall to HBH. The government 
pointed to the fact that the NJSEA was 
individually liable for the expenses of reha- 
bilitation and had an absolute right to reac- 
quire the property, thereby preventing the 





transfer of the benefits and detriments of 
ownership. The court disagreed, stating 
first that the IRS’ contention that the 
NJSEA remained liable for the rehabilita- 
tion and expenses of the hall was erro- 
neously based on statements made by the 
NJSEA to third parties. Further, the court 
found that the purchase agreement did not 
disqualify the transaction, because the pur- 
pose of the transaction was to allow Pitney 
Bowes to invest in the rehabilitation proj- 
ect and earn the section 47 rehabilitation 
credits. The court concluded that the 
recapture provisions of the holding period 
for the section 47 credit were a sufficient 
disincentive and deterrent to a premature 
buyout of Pitney Bowes’ interest, so that 
the purchase option was not contrary to 
the purpose of the rehabilitation credit. 

In addition, the government argued 
that the anti-abuse rule of Treas. Reg. § 
1.701-2(b) allowed it to reject the claimed 
existence of a partnership. The court dis- 
agreed with the use of the anti-abuse rule 
because, it said, the transaction had eco- 
nomic substance and section 47 is specifi- 
cally designed to override the normal rules 
on accurate reflection of income. 

This is the second taxpayer victory in 
the Tax Court in recent years allowing a 
taxable entity as a partner to acquire a his- 
toric tax credit and upholding the validity 
of the partnership and the transaction. In 
Virginia Historic Tax Credit Fund 2001 LP v. 


Commissioner (TC Memo 2009-295, cited 
in the instant case), the Tax Court upheld 
the partnership status of a marketed fund 
and two lower-tier partnerships that 
together had hundreds of investor partners 
that shared in Virginia state historic reha- 
bilitation tax credits. The IRS’ appeal of that 
decision is currently before the Fourth 
Circuit (docket no. 10-1333). 

@ Historic Boardwalk Hall LLC v. Com- 
missioner, 136 TC no. 1 


By Edward J. Schnee, CPA, Ph.D., Hugh 
Culverhouse Professor of Accounting and 
director, MTA Program, Culverhouse School 
of Accounting, University of Alabama, 
Tuscaloosa. 


INCOME AND DEDUCTIONS 


SECOND HOME ELIGIBLE FOR 
PARSONAGE EXCLUSION 

The Tax Court held that a parsonage 
allowance paid to an ordained minister 
used to pay the housing expenses of a sec- 
ond home could be excluded from 
income, saying the phrase “a home” used 
in IRC § 107 should be interpreted as any 
home, not just one. 

Section 107 allows ministers to exclude 
from income the rental value of a home 
furnished to them as part of their com- 
pensation or an allowance paid to them 
and used for rent or expenses related to a 
home. For tax years beginning after Dec. 
31, 2001, the excludable rental allowance 
is limited to the fair rental value of the 
home (including any furnishings and 
garages) plus the cost of utilities. 

During 1996-1999, Philip Driscoll, an 
ordained minister (and Grammy award- 
winning trumpeter), received a housing 
allowance from Mighty Horn Ministries 
Inc. (later renamed Phil Driscoll Ministries 
Inc.) that was used to pay the mortgages, 
utilities, maintenance, furnishings and 
improvements related to two homes, one 
in Cleveland, Tenn., and a second one at a 
nearby lake. On their joint income tax 
returns, Driscoll and his wife excluded 
from income housing allowances of 
$104,312 in 1996; $113,416 in 1997; 
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$188,018 in 1998; and $283,033 in 1999. 
The IRS issued a deficiency notice increas- 
ing their income by $25,843 for 1996; 
$70,708 for 1997; $116,309 for 1998; and 
$195,779 for 1999 related to the portion 
of the housing allowances allocated to the 
second home. The taxpayers petitioned the 
Tax Court for relief. 

The IRS argued that the section 107 
exclusion applies only to one home, since 
the Code, regulations and legislative history 
all use the phrase “a home,” not “homes,” 
and under a common-law principle, exclu- 
sions from income should by default be nar- 
rowly construed (U.S. v. Burke, 504 U.S. 229 
(1992) J. Souter, concurring)). 

A seven-judge majority of the Tax 
Court rejected that interpretation, noting 
that among general definitions provided in 
section 7701, subsection (0)(1) (subse- 
quently redesignated subsection (p)(1)), 
refers to section 1 of Title 1 of the U.S. 
Code to determine when singular words in 
the Code are meant to also be considered 
plural. That section states that unless the 
context indicates otherwise, “words 
importing the singular include and apply 
to several persons, parties, or things” when 
determining the meaning of any act of 
Congress. The court stated that it could 
override the plain meaning of a Code sec- 
tion only if there is unequivocal evidence 
of legislative purpose to do so. Finding no 
such intent by Congress, the court held 
that “a home” used in section 107 means 
any home of the minister. 

Six judges, however, joined a dissenting 
opinion stating that by the singular phrase 
“a home,” Congress appeared to have 
meant only the one home where a minis- 
ter principally resides. If a minister lives in 
more than one home, he or she should be 
required to apportion the exclusion 
between them, they said. 

@ Philip A. Driscoll and Lynne B. Driscoll 
v. Commissioner, 135 TC no. 27 


By Charles J. Reichert, CPA, professor of 
accounting, University of Wisconsin—Superior. 


Tax Matters editor Paul Bonner can be reached 
at pbonner@aicpa.org or 919-402-4434. 
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Line Items 


AICPA AND ABA REQUEST 
ECONOMIC SUBSTANCE 
GUIDANCE 

The AICPA and the American Bar 
Association (ABA) Tax Section jointly 
issued a comprehensive set of recom- 
mendations to the IRS to encourage the 
Service to quickly establish guidance for 
applying the recently codified economic 
substance doctrine. 

In the absence of specific guidance, 
the organizations warned in a 65-page 
report released Jan. 18, “revenue agents 
may see it as their responsibility to con- 
sider application [of the doctrine] in con- 
nection with every issue raised in an 
examination” and that such broad asser- 
tions could have “a significant chilling 
effect on a wide range of business trans- 
actions.’ 

New IRC § 7701 (0) stipulates that a 
transaction that is subject to the doc- 
trine will be treated as having economic 
substance only if (1) it changes the tax- 
payer’s economic position in a mean- 
ingful way (apart from federal income tax 
effects) and (2) the taxpayer has a sub- 
stantial purpose (apart from federal 
income tax effects) for entering the 
transaction. The provision was included 
in the health care reform law last year 
and applies to transactions entered into 
after March 30, 2010. 

The AICPA and ABA Tax Section 
asked the Service to adopt a framework 
to help taxpayers determine whether the 
doctrine is relevant to a transaction, 
especially since taxpayers now face up 
to a 40% penalty for violations (reduced 
to 20% if the transaction is disclosed by 
the taxpayer) under a strict-liability stan- 
dard, meaning no _ reasonable-cause 
exception is available. 

The AICPA and the ABA Tax Section 
also urged the IRS to issue guidance on 
other undefined terms in the statute, 
such as “economic position, “meaning- 
ful way” and “substantial purpose’ The 
organizations recommended that the 





Service issue binding regulations with 
full opportunity for comment, but bar- 
ring that, it should at least develop and 
make public detailed directives for rev- 
enue agents and field counsel. To fur- 
ther protect taxpayers, the groups also 
recommended, the IRS should expand 
its expedited private letter ruling pro- 
cedures to cover a broader range of 
transactions and issues, to help tax- 


payers know prospectively if a planned 


transaction will fall under the econom- 
ic substance doctrine. And, given the 
rigid nature of the penalty, the AICPA 
and ABA Tax Section called on the IRS 
to add safeguards such as an expand- 
ed approval process and a conference 
of right before the penalty can be 
asserted. 

In addition, they recommended cre- 
ating a panel of public- and private-sec- 
tor tax professionals to advise the IRS 
on applying the economic substance 
and strict-liability provisions. 


HIGHER 990 FILING 
THRESHOLD WIDENS USE OF 
E-POSTCARD 

In Revenue Procedure 2011-15, the 
IRS raised the gross receipts thresh- 
old requiring exempt organizations to 
file Form 990, Return of Organization 
Exempt From Income Tax, from 
$25,000 to $50,000, allowing more tax- 
exempt organizations to instead use 
Form 990-N (e-Postcard ). 

Tax-exempt organizations are gener- 
ally required to file either a Form 990 or 
the shorter Form 990-EZ annually. 
Under IRC § 6033, organizations with 
annual gross receipts of less than 
$5,000 are exempt from the filing 
requirement, and the IRS has discretion 
to excuse larger organizations from the 
filing requirement. 

The IRS previously had set the Form 
990 gross receipts threshold at 
$25,000 for section 501 (c)(3) organi- 
zations other than private foundations, 
but has now raised the threshold to 
$50,000, effective for tax years begin- 
ning on or after Jan. 1, 2010. 
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TAX MATTERS 


E-FILING LIKELY TO FALL 
SHORT OF GOAL 

The IRS is unlikely to meet its goal of 
having 80% of all major types of tax 
returns filed electronically by 2012, the 
IRS Oversight Board said. The predic- 
tion was ‘in the Oversight Board’s 
Electronic Filing 2010 Annual Report to 
Congress released in January. 

The e-file goal was originally set by 
Congress in 1998 for 80% of all indi- 
vidual returns to be e-filed by 2007. The 
goal has subsequently been expanded 
to include all major individual, business 
and exempt organization tax returns, 
and the target date has been delayed to 
2012. 

For individual returns, the e-filing rate 
was approximately 70% in 2010—and 
could reach 80% by 2012—but for all 
major types of tax returns in 2010 it was 
59%, the Oversight Board said. 


SERVICE PARRIES ROBINSON 
KNIFE 

The IRS announced (Action on 
Decision 201 1-01) it won’t acquiesce in 
the Second Circuit Court of Appeals’ 
holding last year in Robinson Knife 
Manu- facturing Co. Inc. v. Commis- 
sioner (600 F.3d 121). The Second 
Circuit had reversed the Tax Court (TC 
Memo 2009-9), saying a manufactur- 
er's royalty payments for the use of 
trademarks could be currently deduct- 
ed rather than capitalized where the 
payments were based on sales and 
not production of goods (for previous 
Tax Matters coverage, see “Royalty 
Payments Held Deductible,” July 2010, 
page 50). The Second Circuit held the 
payments were not subject to the “uni- 
cap” rules of Treas. Reg. § 1.263A- 
1(e)(3)(i) governing indirect costs 
because they were not properly allo- 
cable to inventory produced by the tax- 
payer. Even though the licensing 
agreements were necessary to pro- 
ducing the kitchen knives and other 
tools, their costs were not incurred 
until Robinson Knife sold the goods, 
the court said. 
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In saying it will not follow that hold- 
ing, the IRS said the court had “con- 
fused the timing with the purpose of the 
payments.’ The Service also noted that 
in December 2010 it issued proposed 
regulations (REG-149335-08) desig- 
nating sales-based royalty payments as 
production costs allocable to inventory 
produced by the taxpayer and subject 
to capitalization. 


WORDS, WORDS, WORDS 

In her testimony (tinyurl.com/6hxata8) 
Jan. 20 to the House Ways & Means 
Committee on tax reform, National 
Taxpayer Advocate Nina Olson tack- 
led anew an often-cited indicator of 
complexity of federal tax law—the 
sheer size of Title 26 of the U.S. 
Code. Her office downloaded a copy 
of the Tax Code from the House’s web- 
site (tinyurl.com/2zbctc), opened it in 
Microsoft Word and hit the “word 
count” feature, tallying 3.8 million 
words. That copy of the Code didn’t 
include 2010 changes, she noted. On 
the other hand, she acknowledged, her 
method may have included more mate- 
rial than in others’ earlier attempts, 
since it was unable to distinguish 
between legislative text proper, versus 
captions and page numbers. It also 
included tables of contents, legislative 
histories, effective dates and other 
supporting matter. Yet, “as a practical 
matter, a person seeking to determine 
the law will likely have to read and con- 
sider many of these additional words,’ 
she added. 

An estimate six years earlier by the 
Tax Foundation yielded a count of 2.1 
million words, and in 2001 the Joint 
Committee on Taxation counted 1.4 mil- 
lion words. Even if one allows for varia- 
tions in methodology, the trend seems 
clear, Olson said, noting that the Tax 
Foundation estimated the length in 
2005 was nearly three times that of 30 
years earlier. Now, she said, “the Tax 
Code has grown so long that it has 
become challenging even to figure out 
how long it is” Co 
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FROM THE TAX ADVISER 





ESTATES, GIFTS & TRUSTS 


Post-Death Estate Planning 
Issues for 2010 


he Tax Relief, Unemployment Insurance Reautho- 

rization, and Job Creation Act of 2010 (2010 Tax Re- 

lief Act) (PL 111-312) revised tax law for estates of 

decedents dying in 2010, 2011 or 2012. The new 
rules apply for 2010 unless an executor elects to use prior law. 
Elections for 2010 decedents can be made for 
at least nine months from Dec. 17, 2010, so 
estates of decedents dying in early 2010 can 
still be made timely. 

The election provides executors with a 
choice between (1) an estate tax with a top rate 
of 35%, a $5 million exemption, and a step-up 
in basis of assets to fair market value at the date 
of death or alternate valuation date, or (2) no 
estate tax, but assets in the estate receive no 
step-up in basis to fair market value. Under 
choice (2), the basis in heirs’ assets will be deter- 
mined under modified carryover basis rules in 
IRC § 1022, treating property as acquired by 
gift, with basis being the lower of the decedent's 
adjusted basis at date of death or fair market value at death. 
However, basis of estate assets can be stepped-up to $1.3 mil- 
lion (increased for unrealized losses and unused capital losses 
and net operating loss carryovers not exceeding fair market 
value at death) plus an additional allocation of $3 million if the 
assets are redistributed to the spouse. 

The election to apply prior law may create traps for execu- 
tors and affect beneficiaries, so understanding the election and 
preparing scenarios for 2010 deaths using old and new law is 
critical in post-death planning. The election will in some cases 
result in a lower estate tax but create income tax burdens for 
selected beneficiaries by applying modified carryover basis. 
Executors may be called upon to justify their choice to use the 
old rules or the new rules by some classes of heirs, possibly 
leading to litigation by parties who are negatively affected. 

For example, depending on the terms of the will, estate taxes 
may be paid from the residuary estate and not burden specific 
bequests. If an election is made to use the old rules and pay no 
estate tax, which benefits residuary beneficiaries, while giving 


Sct) 
Corporate 





up a step-up in basis, that election may negatively affect bene- 
ficiaries of specific bequests who get a lower basis in assets 
received and higher income tax if the asset is sold. Will those 
affected have a cause of action against the executor and other 
tax planners? Will executors who are also beneficiaries have a 
conflict of interest when deciding whether to 
elect old law or new law? 

Some commentators have suggested that 
executors air the issue with beneficiaries and 
even request a court determination before decid- 
ing whether to make the election. Accountants 
advising executors or preparing estate tax filings 
might well request some indemnification or 
make clear that this decision is made by the 
estate with an understanding of the impact on 
various classes of beneficiaries. 

For a detailed discussion of the issues in this 
area, see “Death and Taxes: Executors Beware,” 
by Joseph D. Brophy, CPA/ABY, in the April 
2011 issue of The Tax Adviser. 


ware 


—Alistair M. Nevius, editor-in-chief 
The Tax Adviser 


Also look for articles on the following subjects in the April 
2011 issue of The Tax Adviser: 
® An update on individual tax issues. 
@ State and local corporate tax developments. 
m™ A look at the inclusion of trusts in a decedent’s gross 
estate. 


The Tax Adviser is the AICPA’s monthly journal of tax planning, © 
trends and techniques. AICPA members can subscribe to The Tax 
Adviser for a discounted price of $85 per year. Tax Section mem- 
bers can subscribe for a discounted price of $30 per year. Call 
800-513-3037 or e-mail taxsection@aicpa.org for a subscription _ 
to the magazine or to become a member of the Tax Section. 
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Technology Q&A 


by J. Carlton Collins 


Creating a new worksheet can be a drag...A refreshing change in your portfolio... 
XPS vs. PDF...Excel’s new slicer-it slices, it dices...E-mail a single worksheet... 
Picture a smaller file size...Displaying a two-digit year 


SRSSHNG A NEW WORKSHEET CAN BE A DRAG 
How can I insert new worksheets in my Excel work- 
book without having to constantly set up headers 
and footers in those new worksheets? 





Excel 2003, 2007 and 2010 allow you to duplicate a work- 

sheet by holding the Ctrl key down and dragging the work- 
sheets tab to the left or right. This action will insert anew worksheet, 
complete with the same headers, footers, margins, column widths, 
and cell contents, as the original worksheet. (In many situations, 
this method is quicker and easier than inserting a new worksheet 
and then adding headers, footers, margin settings and content.) 





Alternative approach: To achieve the same results using the 
menus, select a worksheet tab (or group of tabs), right-click on that 
worksheet tab (or group of tabs), select Move or Copy from the 
pop-up menu, check the Create a copy box, and click OK. 

Hint 1: Using the menu approach described above, you could 
also copy and create a duplicate worksheet in another workbook. 

Hint 2: To duplicate multiple worksheets at the same time, 
select the first worksheet to be duplicated by clicking on the 
worksheet tab. Next, while holding down the Shift key, select the 
last worksheet to be duplicated by clicking on its tab. (This ac- 
tion will select those two tabs and all worksheet tabs in between.) 
Copy the group of worksheets by holding the Ctrl key down and 
dragging the group of worksheet tabs to the left or right. 


A REFRESHING CHANGE IN YOUR PORTFOLIO 
I've heard that you can create a stock portfolio in Excel that 

OES be updated automatically via the Internet. Can you 

please tell me if this true, and, if so, how this is accomplished? 
You've heard correctly. Excel provides a built-in query tool 
that-can link your worksheet to 20-minute delayed stock 
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quote information. This query tool uses Open Database Connec- 
tivity (ODBC) to establish a permanent connection between the 
source data and your Excel workbook. Once the link is created, 
your portfolio can be updated by clicking the Refresh button. 
To build an ODBC-based stock portfolio, make sure that your 
computer is connected to the Internet and create a basic portfo- 
lio layout, an example of which is shown below: 








Price Per Share 


Total Value 








Be sure to include valid ticker symbols for each of the stocks, 
mutual funds, ETFs and other investments you own. Next, cre- 
ate the query as follows: 

1. Launch the Import Data dialog box: 

a. In Excel 2007 and 2010, from the Data tab, select Existing 
Connections from the Get External Data Group to launch 
the Existing Connections dialog box, then select MSN 
MoneyCentral Investor Stock Quotes and click Open. 

b. In Excel 2003, from the Data menu select Import Exter- 
nal Data, Import Data to launch the Select Data Source 
dialog box, then select MSN MoneyCentral Investor 
Stock Quotes and click Open. 

2. In the Import Data dialog box, select the option for New 
worksheet as shown below, and click OK to display the Enter 

Parameter Value dialog box (on the next page). 


Import Data 





Where do you want to put the data? 
© Existing worksheet: 
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In the Enter Parameter Value dialog box, click the Cell Choos- 
er icon and highlight the cells in your portfolio containing the stock 
ticker symbols as shown below. Check the box labeled Use this 
value/reference for future refreshes and click OK. 
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Total Value 
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This action will retrieve and display an array of stock quote 
information from the MSN MoneyCentral Investor database in 
a new Excel worksheet. This information includes the name of 
each investment and 20-minute delayed price per share data, 
among other information. An example of the resulting stock quote 
query is shown below. 
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Return to your portfolio worksheet and fill in the missing 
name and stock price information using simple reference formu- 
las to refer to the investment names and stock price information 
on the query worksheet. For example, select cell D3 in your port- 
folio worksheet, and enter the formula =QueryWorksheet!D4 (as- 
suming the worksheet containing your query is named 
“QueryWorksheet”). Thereafter, each time you click the Refresh 
All button, Excel will update the query results, which in turn 
will update your portfolio. 
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| Ticker Number Price Per 

2 | Name of Stock Symbol _ of Shares Share Total Value 

3 Microsoft Corp MSFT 5,000 $ 27.02 135,100 
4 |The Coca Cola Co KO 5,000 $ 64.50 322,500 
5 Home Depot Inc HD 5,000 $ 33.48 167,400 
6 ‘International Business Machines Corp iBM 5,000 $ 145.38 726,300 
7 (Wal Mart Stores Inc WMT 5,000 $ 54.62 273,100 
8 |SPDR Gold Shares GLD 5,000 $ 138,07 690,350 
9 2,315,350 








Hint 1: If you plan to print your portfolio report, insert the 
formula =NOW() in cell Al (or any blank cell) to ensure that the 





date and time your portfolio is printed appears on the report. 
Hint 2: If you prefer to use the Refresh button (that is, in- 
stead of the Refresh All button), you must first select a cell (or 
cells) within the query results array. 
Hint 3: If you later add more line items to your portfolio, you 
can change the query parameters by right-clicking on the query 
and selecting Parameters from the dropdown menu. 


XPS VS. PDF 

I see that Microsoft Office 2007 and 2010 offer a new file 
G)isiee called XPS. I have read that it supports the paper- 
less environment, and I wonder if our firm should be using this 
format as we go paperless. Can you give us some advice? 

XPS (XML Paper Specification) is a file format developed 

by Microsoft that offers an alternative to Adobe Systems’ PDF 
(Portable Document Format). Both PDF and XPS file formats are 
used frequently to produce finalized documents that are ready 
to be shared, such as financial reports, tax returns, legal docu- 
ments, contracts, newsletters and resumes. A key advantage of 
both XPS and PDF formats is that the fonts used in the docu- 
ment are embedded in the file so that the document will display 
and print properly on other computers and printers. 

Both formats work well, but for Office 2007 and 2010 users, an 
advantage of the XPS format is that no additional software is required 
to view the XPS-based documents because Microsoft Word auto- 
matically views XPS-based documents. (In contrast, PDF documents 
require the user to download a PDF reader, such as the Adobe Ac- 
robat Reader, to view the document. Likewise, users who do not 
have Word 2007 or 2010 installed will need to download the Mi- 
crosoft Word Viewer to view XPS-based files. Both the Acrobat Read- 
er and Word Viewer are free downloads.) 

There are two methods for creating an XPS document in the 
2007 and 2010 editions of Word and Excel. You can either save 
the file using the XPS file format or print the document to the Mi- 
crosoft XPS Document Writer. Both methods are described below: 
1. Saving method. From the Office Start button or File tab, se- 

lect Save As, and select the XPS Document option from the 
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Save as type: dropdown box shown on the previous page, 

provide a file name in the File name: box, and click Save. 
2. Printing method. From the Office Start button or File tab, se- 

lect Print, set the Printer 
option to Microsoft XPS 

Document Writer, and 

click the Print button. 

The printing method al- 
lows you to produce XPS doc- 
uments from any application 
such as database, accounting 
software, and tax preparation 
applications. 

Note: Once a document is 
printed or saved as a PDF or XPS file, it cannot be easily edited 
or converted back to its original file format without specialized 
third-party software. 


EPSON Stylus Photo RX680 Series | 
Ready 


HP DesignJet 4520HD 


Ready 


HP Lasertet 4300 


EXCELS NEW SLICER-IT SLICES, IT DICES 
We maintain a large amount of data for more than 100 restau- 
rants for which we analyze sales and expenses daily, weekly and 
monthly by location, city, state and territory, and even by type of 
restaurant. Overnight, the results of operations for the previous day 
feed into a database, and we analyze the data in Excel using Pivot- 
Tables. Despite preparing dozens of reports, my superiors desire 
more-detailed reports and analysis. Can you offer a good solution? 
Excel 2010's new Slicer functionality may be the answer. 
Slicer is an enhancement to Excel 2010's PivotTables that 
inserts filter boxes that your superiors can click to display pre- 
cisely the reports they desire. To use slicer, position your cursor 
anywhere in a PivotTable report and, from the Insert tab, select 
Slicer from the Filter group. This action will open the Insert 
Slicers dialog box shown below. 
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Place a checkmark in the box for each slicer you want to dis- 
play and click OK. Excel will insert Slicer dialog boxes contain- 
ing filter buttons into the worksheet for each field name you 
select, as shown in the example in the next column. 

Simply click the various filter buttons to display different 
views of your data. For example, the second report in the next 
column summarizes revenue for those “Dine In” and “Drive 
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Thru” restaurants managed by “Caroline” and “Madison” in the 
“Atlantic” and “Great Lakes” regions. (Holding down the Ctrl key 
allows you to make multiple selections within a Slicer dialog 
box.) The selected filter buttons are highlighted, and the nons- 
elected filter buttons are grayed out, allowing you to see which 
filters have been applied to the report. 
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In the example shown above, the reader could produce up to 
720 views of this one report (9 States x 4 Types x 4 Territories x 
5 Sales Reps). In your situation, you could add three similar Pivot- 
Table reports summarizing your data by week, month and quar- 
ter, and e-mail the entire workbook to your superiors. This would 
limit the total number of reports you would need to prepare to 
just four, while providing your superiors the ability to view the 
data thousands of ways, according to their preference. 

Advanced tip: A slicer can be shared with multiple PivotTable 
reports so that when filters are applied in one slicer, multiple 
PivotTable reports are filtered. To share a slicer, click on the slicer 
to be shared to display the Slicer Tools, Options tab. In the Slicer 
group, select PivotTable Connections and place a checkmark 
next to the PivotTables you want to share the slicer as shown 
below. 
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Hint: You can resize and reposition your slicers on the work- 
sheet, and apply matching styles to both the PivotTables and 
slicers to produce professional-looking results. 


E-MAIL A SINGLE WORKSHEET 
What is the easiest way to send a single Excel worksheet 
to a staff member without sending him or her the entire 
workbook? 
You can send a single worksheet (that is, not the entire work- 
book) from within Excel using the integrated Outlook Send 
this Sheet applet, as follows: 
1. Launch the E-Mail dialog box tool as follows: 
Excel 2003—Select File, Send to, Mail Recipient (for Re- 
view). 
Excel 2007 and 2010—To access the E-Mail dialog box in 
Excel 2007 and 2010, you must first add the tool to your Quick 
Access Toolbar. To do this, right-click on the Quick Access Tool- 
bar and select Customize Quick Access Toolbar. In the 
Choose commands from: dropdown box, select Commands 
Not in the Ribbon. Scroll down and select Send to Mail Re- 
cipient, and click the Add>> button to include this command 
on your Quick Access Toolbar. Click OK. Click the Send to 
Mail Recipient icon on the Quick Access Toolbar. 
2. In the E-mail dialog box, select the radio button labeled Send 
the current sheet as the message body, and click OK. 


You can send the entire workbook as an attachment to an e-mail message or 
send the current sheet as the body of an e-mail message. 
©) Send the entire workbook as an attachment 





3. This action will create an e-mail using the worksheet contents 
as the e-mail message. Indicate the e-mail recipients and sub- 
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ject as you would normally when preparing an e-mail mes- 

sage and click Send this Sheet. 

The Send this Sheet menu is integrated with Outlook so that 
the To..., Cc..., and Bcc... dropdown fields will display the 
contacts and contact groups you maintain in Outlook. Once the 
e-mail is sent, a copy appears in your Sent Items box, similar 
to that of a regular e-mail. 

Cautionary note 1: When using the Send the current sheet 
as the message body option, the Excel data is converted from 
an Excel format into a table format containing only values. To 
send a single worksheet with the Excel formulas intact, make a 
copy of the workbook, delete all of the worksheets except for the 
one you intend to send, and repeat the steps above using the Send 
the entire workbook as an attachment option. 

Cautionary note 2: Note that this approach does not provide 
the full functionality of Outlook; for example, this method does 
not automatically insert your default signature block. 

Cautionary note 3: This functionality works well with Out- 
look, but does not necessarily work with other e-mail client ap- 
plications. 


PICTURE A SMALLER FILE SIZE 

Our company recently created a detailed product catalog 

in Word 2010 containing pictures, descriptions and prices 
for the 175 items we sell. Unfortunately, the resulting document's 
file size is 95 megabytes, which makes it impractical for e-mail- 
ing or downloading from the Web (which was our intended pur- 
pose). Do you have any suggestions for reducing the size of this 
document? 
A You should consider using Word 2010% built-in picture com- 

pression tool, which can reduce the size of inserted pictures 
by as much as 90%. To use this feature, click on the picture in 
Word to select it, and click on the Picture Tools Ribbon tab at 
the top of the screen. Next, click the Compress Pictures icon cir- 
cled below. 
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Compress pictures in the document 
to reduce its size, 










This action will open the Compress Pictures dialog box 
(shown on the next page), which will allow you to reduce the 
picture to a resolution of either 220, 150 or 96 pixels per inch 
(PPI). Uncheck the box labeled Apply only to this picture to 
compress all of the pictures in your document at the same time. 
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Compress Pictures 


Compression options: 
Apply only to this picture 
|¥| Delete cropped areas of pictures 
Target output: 
() Print (220 ppi): excellent quality on most printers and screens 
©) Screen (150 ppl): good for Web pages and projectors 
(©) E-mail (96 ppi); minimize document size for sharing 
(©) Use document resolution 





Chances are good that the compressed pictures in your doc- 
ument will look about the same to the naked eye, so the quali- 
ty of your catalog should not be adversely affected. Since the 
pictures will be 90% smaller, your 95-MB file should fall to less 
than 10 MB, which should be small enough to quickly down- 
load, or send as an e-mail attachment. 


DISPLAYING A TWO-DIGIT YEAR 

How can I force Excel to display a two-digit year (instead 
QO: a four-digit year) by default? 

Many of the default settings in Excel, including the date for- 

mat, are governed by the default settings in the Windows 
operating system, as pictured in the screen below. 


9 Customize Regional Options 
[Numbers [CGurency [Time | Dste | 
125200 2COCt*~* 


Sunday, December 05,2010 


Date formats 
Short date: 








Long date: yy 
What the notations m MM/dd/yyyy 
d, dd = day; ddd, ddt yy/MM/dd 
‘yyyy-MM-dd 
Calendar dd-MMM-yy Fone ate 
When a two-digit year is entered, interpret it as a year between: 





[3930 x and 2029) 











These default settings can be modified as follows: 
| 


1. In Windows XP, launch Control Panel and double-click the 
Regional and Language Options icon, then click the Cus- 
tomize button to open the Customize Regional Options 
dialog box. On the Date tab, click the Short date format: 
dropdown arrow in the Short date group and select a two- 
digit date format. Click OK, OK to complete the process. 

2. In Windows Vista, launch Control Panel and select Sys- 
tem and Maintenance. Next, from the left-hand menu se- 
lect Clock, Language, and Region, then Regional and 
Language Options, then click the Customize this format 
button to open the Customize Regional Options dialog 
box. On the Date tab, click the Short date: dropdown 
arrow in the Date formats group and select a two-digit date 
format. Click OK, OK to complete the process. 

3. In Windows 7, launch Control Panel and select System 
and Security. Next, from the left-hand menu, select Clock, 
Language, and Region, then Region and Language, then 
click the Additional settings button to open the Cus- 
tomize Format dialog box. On the Date tab, click the Short 
date: dropdown arrow in the Date formats group and se- 
lect a two-digit date format. Click OK, OK to complete the 
process. 

Note: You must close and restart Excel for any changes to take 
effect. Thereafter, Excel will display the two-digit date format you 
specified as the default. 

Cautionary point: It is important to understand that even 
when you are displaying two-digit years, you should still make 
it a habit to enter four-digit years, otherwise Excel may assume 
the wrong century. This is because Excel interprets two-digit 
years ending in 00 through 29 as years 2000 through 2029. 
(For example, if you type the date 6/2/20, Excel assumes the 
date is June 2, 2020.) However, Excel interprets two-digit years 
ending in 30 through 99 as years 1930 through 1999. (For ex- 
ample, if you type the date 6/2/60, Excel assumes the date is 
June 2, 1960.) You can change the way Excel interprets two- 
digit years by adjusting the Calendar setting located at the bot- 
tom of the Customize Regional Options dialog box (shown 
in the left-hand column). ~ 


J. Carlton Collins (carlton@asaresearch.com) is a technology and accounting 
systems consultant and a JofA contributing editor. 


Note: Instructions for Microsoft Office in “Technology Q&A” refer to the 2007 
and 2010 versions, unless otherwise specified. 








www.journalofaccountancy.com 


April 2011 


Journal of Accountancy 61 


AICPA) Store 


SPREE SIRS SEES IOI 


Brought to you by CPA2Biz 


AICPA National Not-for-Profit Industry Conference 





‘wor 


Early Bird discount 
expires: April 25th 
Additional 
discount available 
for Tax Section 


and GAQC 
members! 


For more 

details and to 
register go to: 
cpa2biz.com/not 








June 9-10, 2011 | Marriott Wardman Park, Washington, DC 
Workshops: Wednesday, June 8, 2011 


Keynote speakers: 


¢ Cheryl Scott, Senior Advisor, Global Health Program," 
Bill & Melinda Gates Foundation 


¢ Robert S. Scott, Chair, Rotary International PolioPlus Committee 
Will present: Leveraging Success: Synergistic Nonprofit Partnerships on their 
organizations’ collaboration to eradicate polio worldwide 


The 2011 AICPA National Not-For-Profit Industry Conference offers broad perspectives 
and comprehensive coverage to keep practitioners and NFP financial executives ahead of 
the curve. Explore the latest tax compliance and regulatory issues, learn new strategies 
for growth and gain new perspectives on fundraising, governance, financial management 
and leadership strategies — leave the conference with new ideas you can action 
immediately! 


This year’s conference will focus on NFPs at the crossroads of change 


¢ Greater emphasis on ethics ¢ The rise of social media 


p compliance e Succession planning 


e Uncertain revenues 


Renmin endaes ¢ How will these key issues impact 


your organization? 


AICPA Practitioners Symposium and TECH+ Conference 





Early Bird discount 
expires: April 29th 


Additional discount 
available for PCPS 
firm member and IT 
Members and CITP 
credential holders 


For more 

details and to 
register go to: 
cpa2biz.com/pstech 





Reinvent How You Do Business in Today’s New Frontier! 
June 13-15, 2011 | Aria Resort & Casino, Las Vegas, NV 
Workshops and PCPS & IT Roundtables: Sunday, June 12, 2011 


Keynote speakers include: 
¢ Curtis Zimmerman, Inspirational Soeaker & Author 
¢ Paul Stahlin, CPA, Chairman of the Board of Directors, AICPA, New York, NY 
¢ Barry Melancon, CPA, President & CEO, AICPA, New York, NY 


¢ Jason Jennings, Authority on Leadership, Growth and Innovation 


Benefit from these two co-located conferences for one-stop learning experience that addresse: 
impact of our changing economy and the challenges that lie just over the horizon. In this inten: 
three-day event, you'll learn where to find the next growth opportunities, what any new accour 
audit or tax changes mean to you and your clients, and how the rapid shift towards mobile anc 
cloud-based technologies will change the way you conduct business. 





Learn more or to register | cpa2biz.com/conferences | 888.777.7077 





Download the 2011 Conference Calendar today! 
cpa2biz.com/conferences 





AICPA Business Valuation Schools 








May 16-20 | Georgia Society of CPAs, Atlanta, GA 
June 13-17 | Colorado Society of CPAs, Denver, CO 
July 11-15 | AICPA Boardroom, New York, NY 





Wyndham Lisle Chicago Hotel and Executive Meeting Center, Lisle (Chicago), IL 


© Week 1: June 13-17, 2011 Week 3: July 11-15, 2011 
E Week 2: June 20-24, 2011 Week 4: July 18-22, 2011 





Intermediate Level: 

How to Identify and Manage IT Risk in Assurance Services 
June 20-23 | Illinois CPA Society, Chicago, IL 

October 10-13 | Georgia Society of CPAs, Atlanta, GA 





NEW in 2011 — Advanced Level: 
How to Perform Tests of IT Controls in Assurance Services 
July 25-27 | Pennsylvania Institute of CPAs, Philadelphia, PA 





eerie register | cpa2biz.com/conferences | 888.777.7077 





INSTITUTE 
RECOGNIZES CPA 
EXAM’S TOP 
SCORERS 

The AICPA announced the win- 
ners of the 2009 Elijah Watt 
Sells Awards, which are pre- 
sented annually to the 10 can- 
didates earning the highest 
cumulative scores on the four 
sections of the Uniform CPA 
Examination. 

For the 2009 award, howev- 
er, several candidates received 
identical cumulative scores, re- 
sulting in a tie and increasing 
the total number of winners to 
15. 

The award was created in 
1923 to honor Elijah Watt Sells. 
Sells was one of the country’s 
first CPAs under the provision 
of a New York state law and a 
leader in advancing professional 
education. 


Candidates must have completed testing during the previ- 
ous calendar year and passed each exam section on their first 
attempt. More than 93,000 individuals sat for the exam in 


2009. 


The winners, in alphabetical order followed by their state 


board of affiliation, are: 


Kimberly Anne Brant (Minn.) 
Michelle Elizabeth Burket (Va.) 


i Maria M. Goto (Hawaii) 
m@ Kay J. Hashimoto (N.Y.) 
@ Jeremy J. Hurwitch (Fla.) 
im Matthew Saje Kult (Wis.) 
@ Isaiah L. Massey (Texas) 
® Luke T. Olson (Ga.) 


w Ryan Christopher Ossowski (Fla.) 


m Andrew N. Rebstock (Wis.) 


m Abigail Lindsay Richards (N.C.) 


@ Peter William Rogers (N.Y.) 





Irv Rothenberg 


www.aicpa.org 


Inside AICPA 


i Ryan Malcolm Scadding 
(Mass.) 

ii Jessie D. Wagner (Okla.) 

@ Ryan F Williamson (IIl.) 


ROTHENBERG EARNS 
PFP DISTINGUISHED 
SERVICE AWARD 


Irv Rothenberg received the 
2010 Personal Financial Plan- 
ning Distinguished Service 
Award. 

The award, presented at the 
2011 Advanced Personal Finan- 
cial Planning Conference in Las 
Vegas, is given annually to an 
AICPA volunteer who signifi- 
cantly contributes to the ad- 
vancement of personal financial 
planning as a practice discipline. 

Rothenberg, founder and 
managing principal of Wealth 
Management Consultants in 
Santa Rosa, Calif., has been a 
CPA since 1963. He is a former board member of the Nation- 
al Endowment for Financial Education, has served on the 
AICPAS Personal Financial Planning Executive Committee, 
and is a frequent speaker and panel member at state and na- 
tional financial planning conferences. He has attended every 
AICPA personal financial planning annual conference, save 
for one. 


BREITBARD HONORED FOR LIFETIME 
ACHIEVEMENT IN FINANCIAL PLANNING 
Stanley H. Breitbard, of Los Angeles, received the first Personal 
Financial Planning Lifetime Achievement Award for his pio- 
neering work developing the practice area in the CPA profes- 
sion and for his contributions to improving financial literacy 
across the country. 

The award, which was presented at the 2011 Advanced 
Personal Financial Planning Conference in Las Vegas, was cre- 
ated this year to celebrate the 25th anniversary of the Insti-  _ 
tute’s Personal Financial Planning Section. It was established tom 
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recognize exemplary 
contributions to the ac- 
counting profession and 
the Institute in this 
practice area. Recipients 
must have worked in 
personal financial plan- 
ning for at least 25 
years and have con- 
tributed to the AICPA 
for at least 15. They 
must have unques- 
tioned integrity and 
professionalism and 
exemplify the personal, 
ethical and professional 
characteristics of the 
model CPA financial ad- 
viser. 

Breitbard was the first chairman of the AICPA Personal 
Financial Planning Division’s executive committee. He received 
the Distinguished Service Award in 1993 for his dedication to 
the profession. 

Breitbard, who is now retired, built his career at Price 
Waterhouse, becoming partner in 1974 and serving as nation- 
al director of personal financial services from 1983 to 1994. 
He co-authored The Price Waterhouse Book of Personal Financial 
Planning in 1988 and The Price Waterhouse Personal Financial 
Adviser in 1995. 

In his retirement, he co-founded the California Jump$tart 
Coalition, a nonprofit group that focuses on kindergarten- 
through-12th-grade personal finance education in the state. 


MINORITY ACCOUNTING STUDENTS 
SCHOLARSHIPS ANNOUNCED 

The AICPA Foundation awarded $254,500 to 92 recipients of 
the AICPA Scholarship for Minority Accounting Students for 
the 2010-2011 academic year. 

The scholarship program, co-funded by Robert Half Inter- 
national and the New Jersey Society of CPAs, was created in 
1969 to increase ethnic diversity in the CPA profession. Over 
four decades, the program has awarded approximately $14.6 
million. 

Eligible students must have successfully completed at least 
30 semester hours in college coursework, have maintained a 
minimum 3.3 GPA, and intend to pursue the CPA license. 
Applicants are selected based on academic achievement, lead- 
ership and commitment to pursuing CPA licensure. 

In addition to the financial award, recipients will be invited 
to attend the Accounting Scholars Leadership Workshop, an 
annual event focusing on enhancing students’ preparation as 
leaders in the profession. 

This year’ recipients, who will receive awards ranging from 





Stanley H. Breitbard 


INSIDE AICPA 


$1,500 to $3,000, represent 71 schools in 30 states. For a 
complete list of the 2010-2011 AICPA Minority Scholarship 
recipients, visit aicpa.org/minorityscholarship. 


DEMSKI HONORED FOR LIFETIME 
ACHIEVEMENT IN MANAGEMENT 
ACCOUNTING 

Joel Demski, Ph.D., received the 2010 Lifetime Contribution 
Award from the Management Accounting Section of the Amer- 
ican Accounting Association. 

Sponsored by the AICPA, the award recognizes individuals 
who have made an important mark on management account- 
ing education, research and practice. Demski was honored for 
his research and teachings on applications of information eco- 
nomics and agency theory to accounting. 

“Demskis research has helped management accountants 
better evaluate how compensation systems and the design and 
structure of information affects the overall operation of their 
organization,” said Carol Scott, AICPA vice president—Busi- 
ness, Industry @ Government, in a press release. 

Demski is the Frederick E. Fisher Scholar at the University 
of Florida and has been a professor at Stanford and Yale uni- 
versities. 





Joel Demski 


His work has appeared in 60 journals, five books and 25 
papers, including “The Use of Models in Information Evalua- 
tion,” a paper that won the 1970 AICPA Award for Outstand- 
ing Contributions to Accounting Literature. In 2000 he was 
inducted into the Accounting Hall of Fame, and in 1986 he 
received the AAA’s Outstanding Educator Award. 


RESEARCHERS WIN MANAGEMENT 
ACCOUNTING AWARD 


Eddy Cardinaels and Eva Labro received the American 


od 
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Accounting Association's Greatest Po- 
tential Impact on Practice Award for 
research in management accounting. 

Sponsored by the AICPA, the 
Chartered Institute of Management 
Accountants and the Society of Man- 
agement Accountants of Canada, the 
award recognizes academic papers 
that are considered most likely to 
have a significant impact on manage- 
ment accounting practice. Eligible 
papers must have been published 
within the previous five years and 
submitted by the authors, or nomi- 
nated by peers. 

Cardinaels and Labro’s paper on 
time-driven activity-based costing 
(TDABC), a widely used method for 
costing products and services, trans- 
lated into actionable recommenda- 
tions for reducing errors in estimates 
used in TDABC models. 

Cardinaels is a professor of ac- 
counting at Tilburg University, the 
Netherlands. Labro is an associate 
professor of management accounting 
at the Kenan-Flagler Business School 
at the University of North Carolina at 
Chapel Hill. 

The award was established in 
2009 to support the next generation 
of management accounting re- 
searchers and to recognize the impor- 
tance of research to practice and the 
profession. 

Paul Parks, senior technical man- 
ager for the AICPA Business, Indus- 
try & Government membership 
section, presented the award at the 
2011 AAA Management Accounting 
Section’s midyear meeting. 


UNIVERSITY OF TEXAS STUDENTS TAKE 
FIRST PLACE IN SUSTAINABILITY 
CHALLENGE 


The AICPA announced the winners of its national case compe- 
tition focused on enhancing sustainability practices of The 
Umstead, a luxury hotel in Cary, N.C. 

A four-member team of students from the University of 
Texas at Dallas took first place, winning $10,000. 

The members of the team are: Dariel Dato-on (captain), 
Jinson Jose, Diane Henry, Jennifer Rauschuber and faculty ad- 
viser John P. Barden. 





Eddy Cardinaels 





Eva Labro 


The team had two primary ideas to 
improve environmental sustainability 
at The Umstead: Switch to LED light- 
ing and install a rooftop garden. The 
students explained the environmental 
and financial benefits of each. By the 
team’s calculations, the LED bulbs 
would reduce the hotel's carbon emis- 
sions by 2 million pounds per year, 
pay for themselves in two years, and 
save nearly $30 a year in energy costs 
per bulb. A rooftop garden, the stu- 
dents said, would cut water runoff, 
provide extra insulation, and produce 
vegetables for the hotel’s restaurant. 
They calculated that the garden would 
make the roof last twice as long, re- 
duce energy costs by 30%, and save 
$5,000 in annual food costs. 

The Umstead plans to incorporate 
the results of the competition into its 
capital budgeting process. 

Students from the University of 
Tennessee took second place, with a 
$5,000 award, and students from 
Ohio Dominican University took 
third place, with a $2,500 award. 

Sixty-four teams from around the 
country submitted entries, and 10 
were chosen to participate. Their writ- 
ten and video proposals were placed 
on ThisWaytoCPA.com, a website for 
college students and CPA exam candi- 
dates to investigate accounting ca- 
reers, and the public voted for the 
best ideas. The votes and a review by 
an executive judging panel narrowed 
the field to the three team finalists, 
each of which gave an eight-minute 
presentation to the AICPA Board of 
Directors in New York. 

For more information about the competition, or to watch 
the video submissions, visit www.thiswaytocpa.com. 


INSTITUTE SEEKS NOMINATIONS FOR 
OUTSTANDING CPA IN GOVERNMENT 
AWARD | 

The AICPA encourages members to acknowledge and celebrate 
CPAs working in government who have made a significant 
contribution to local, state or federal organizations. The nomi- 
nation period for the AICPA Outstanding CPA in Government 
Award runs through May 14. Contact Cortney McCullough at 
cmecullough@aicpa.org for more information. 
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Member Service Center 
1-888-777-7077 


@ Option #1 Orders/CPE/Conference Inquiries 

® Option #2 AICPA Membership Inquiries Including Dues 

® Option #3 Webcast/AICPA.org Web Site/CPA2Biz Including 
Log In G Access Inquiries 

@ Option #4 AICPA Credentials or Membership Sections 
Inquiries 

®@ Option #5 Professional Ethics/Library Services 

Menday—Friday 9 am.—6 p.m. ET 
220 Leigh Farm Road - Durham, NC 27707 
Fax: 1-800-362-5066 « service@aicpa.org * www.aicpa.org 


















Audit & Accounting Technical Information Hotline 


1-877-242-7212 


Monday-Friday 9 a.m.—8 p.m. ET 


AICPA Contact Information 


AICPA TOGO eS ee ee 919-402-4440 
CPA Accessory Collection (Big Game Outfitters) .......... 212-596-6037 
CRASEOGO Coe a a ee 212-596-6110 
dbind-partiyloso requests | 212-596-6107 
MICRA POUndAnON Oe 919-402-4534 
AICPA Political Action Committee (AICPA PAC).......... 202-434-9276 
Academic & Career Development 

Student Recruitment Programs and Products.......... 919-402-4036 

Recruiting Materials for the Profession............... 919-402-4036 

CPE ee 888-777-7077 
Accounting and Auditing Publications .................. 919-402-4811 


Accounting Standards (www.aicpa.org/privateGAAP)..... 212-596-6167 
Adyertising—Classified (Journal of Accountancy, The Tax Adviser, 

(GPA Career Center 2 800-237-9851 
Advertising—Display (Journal of Accountancy, The Tax Adviser) . 800-873-1677 
Antifraud & Corporate Responsibility 


Resource Centeh. 267. ea www.aicpa.org/antifraud 
Audit & Accounting Technical Information Hotline........ 877-242-7212 
Monday-Friday 9 a.m.—8 p.m. ET 
Audit Committee Effectiveness Center................. ACMS@aicpa.org 
Audit Quality Centers: 
Center for Audit Quality (www.thecag.org) .......... 888-817-3277 
Employee Benefit Plan (www.aicpa.org/ebpagc)...... 202-434-9253 
Governmental (www.aicpa.org/gaqc)............... 202-434-9259 
Auaiine Standards 2. 212-596-6032 
Benevolent bind. ee ee 806-527-2228 
Business, Industry & Government Member Inquiries....... 919-402-4816 
MN Ce as CE ce en busindgov@aicpa.org 
Committee Appointments. 2265p 212-596-6097 
(volunteerservices@aicpa.org and http://volunteers.aicpa.org) 
Committee Reimbursements........-.......--... asingletary@aicpa.org 
CoMmmuUniCgNONs 364 i Ae a 212-596-6117 
Competency Self-Assessment Tool.............. www.cpa2biz.com/CAT 
Compilation and Review Engagements .............--... 212-596-6250 
Copyright Permissions (www.copyrightcom) ........... 978-750-8400 
CPA Client Bulletin, CPA Client Tax Letter ................. 919-402-4060 
CPA Letter Daily (editorial) (www.aicpa.org)............. 212-596-6112 
CPE (www.cpa2biz.com/cpe)......................5. 888-777-7077 
AICPA earning Center. . co ee. www.cpa2biz.com/learning 
Credentials and Technical Member Sections ..........-... 888-777-7077 
Accredited in Business Valuation credential............. aby@aicpa.org 
Forensic & Valuation Services... 6.066520 5 cee ss. fvs@aicpa.org 
Certified in Financial Forensics credential............... cf{@aicpa.org 
Certified Information Technology Professional credential . citp@aicpa.org 
Information Technology Services ..........-..-+.- infotech@aicpa.org 
Personal Financial Planning Services..............-... p{p@aicpa.org 
Personal Financial Specialist credential................. pis@aicpa.org 
Examinations (Uniform CPA Exam) ............... www.cpa-exam.org 
Federal Legislation (nontax congressional matters) ........ 202-434-9206 
Federal Regulatory Matters (non-tax-related) ............. 202-434-9253 
Financial Literacy Campaign........... www.aicpa.org/financialliteracy 
(financialliteracy@aicpa.org) 
Be os ee www.360taxes.org 
General Counsel (rmiller@aicpa.org).........-.2..+2.5-. 212-596-6245 
Intemational Relanous: 2. 2 212-596-6048 
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AICPA Contact Information (continued) 


International Financial Reporting Standards (www.ifrs.com). . 877-242-7212 


Joint Trial Board (ckane@aicpa.org)......-..-... 00.000. 212-596-6101 
Journal of Accountancy (editorial) .........0..00 000.2... 919-402-4449 
(www.journalofaccountancy.com) 
Library (University of Mississippi)...................... 866-806-2133 
(www.olemiss.edu/depts/general_library/aicpa) 
Media Relations.) 212-596-6119 
Minonty IMitdaves ie oe ee 919-402-4931 
PCPS—member section for local, regional firms.......... 800-—CPA—FIRM 
«Smiallfirm issties). 212-596-6039 
Peer Review. 919-402-4502 
Practicing CPA, The (editorial) 3... 919-402-4854 
Professional Ethics; Ethics Hotline.................-.0.. 888-777-7077 
Behavioral or Independence Issues............-..--. 888-777-7077 
Technical Standard Issues: 5. 919-402-4921 
Specialized Publicanons: 6 919-402-4854 
State Lepisiation (6 5 202-434-9201 
Tax Adviser, the (editorial): 919-402-4888 
Tax Section Member Services... 2.0. 23 800-513-3037 
Work/Life and Women’ Initiatives..................00.. 919-402-4931 


Trusted Business Advisor Solutions 
(available through CPA2Biz) 


Accounting and Financial Management 


Applications Gntacct) www.cpa2biz.com/intacct 
Business-Class Email (Apptix) .............00. www.cpa2biz.com/email 
CPA Firm Advertising Program (Google) ...... www.cpa2biz.com/google 


Firm-Wide Workflow Automation (XCM Solutions) ..............00000. 
Re www.cpa2biz.com/workflow 


Paperless Bill Management... (Bill.com) ........... www.cpa2biz.com/bill 
Paperless Tax Workflow Solution 

(Copanion GruntWorx) ............- www.cpa2biz.com/gruntworx 
Payroll, HR and Employee Benefits 

(Paychex)(www.cpa2biz.com/PaychexProgram) ..... 877-264-2615 
Secure Online Audit Confirmations 

(Confirmation.com) ............. www.cpa2biz.com/confirmations 


AICPA Member Discount Program... www.cpa2biz.com/discounts 
Insurance Programs 


Automobile “oe ee 866-922-4272 
Catasivophe Major Medical 3 220 888-294-0028 
Commercial Property & Liability.................... 866-283-7127 
Disability 8 800-223-7473 
Employment Practices Liability ..................... 800-221-3023 
Group Life for Rirms 2, 800-223-7473 
Group Vaniable Universal Lite 65.02 a 800-223-7473 
HOME i 866-922-4272 
Lite (Membel/Spouse) 8, 800-223-7473 
ong Tem Gare ee 800-223-7473 
Medicare Supplement Plan... 22... 800-247-1771 
Personal Liabiliny Umbrella. 800-223-7473 
Professional Liability, CPA EmployerGard ............. 800-221-3023 
AICPA Certificate Frames (Church Hill Classics) ............. 800-477-9005 
AICPA Credit Cards (Bank of America) . ..www.cpa2biz.com/bankofamerica 
Appliances (Whirlpool) ...............-- www.cpa2biz.com/whirlpool 
Audio & Web Conferencing (InterCall) ................. 800-636-2377 
Business Formation Services (BizFilings) ................. 800-981-7183 
Gar Rental (Hertz, CDP 412353). ce ee 800-654-2200 
Connputers (HP) i 800-888-8299 
(Dell) (Member 1D €SI470722) 2.02. 800-695-8133 
CERN OVO) oe ee ee 800-426-7235, ext. 3371 
Copiers (Xerox Corporation) (#0706109) ........ 800-275-9376, ext. 272 
Copy and Printing (FedEx Office)........ www.cpa2biz.com/fedexoffice 
Credit Card Processing (Chase Paymentech) .............. 888-213-8445 
Firm-Based Retirement Program (Paychex) ............... 877-264-2615 
Home Mortgages and Equity Loans (Wells Fargo) ......... 800-272-1210 
Hotels (Starwood Hotels & Resorts Worldwide) ........... 888-625-4988 
Logo Apparel (Lands End Business Outfitters) ............ 800-864-2899 
Office Supplies (Office Depot) .......... www.cpa2biz.com/officedepot 
Professional Placement (Robert Half) ...........2...2000. 888-744-0012 
Shipping Services (Pedex) 62. 800-—MEMBERS 
Telecommunications (AT@T) .................0. www.cpa2biz.com/ait 
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Date 


FASB 
IBV 


DRAFTS OUTSTANDING 


(This list was compiled as of Feb. 10, 2011. More current information may be available from the respective standard setter. 
Note: The policy for updating the list of exposure drafts and working drafts is that a document should remain on the list until a final document has 
been issued or the project has been dropped. However, no comments will be received after the comments deadline has expired. 
The list is not all-inclusive but is intended to present the exposure drafts and working drafts of particular interest to professional accountants.) 


Comment 
Title or Description Deadline 





EXPOSURE DRAFTS 


Supplementary Document, Accounting for Financial 4/1 
Instruments and Revisions to the Accounting for 
Derivative Instruments and Hedging Activities: Impairment 





128/11 


12/7/10 


Proposed Accounting Standards Update, Balance Sheet 428/11 
(Topic 210): Offsetting 


Proposed Accounting Standards Update, Other Expenses 4/18/11 
(Topic 720): Fees Paid to the Federal Government by 

Health Insurers (a consensus of the FASB Emerging 

Issues Task Force) 





12/17/10 


Proposed Accounting Standards Update, Health Care 2/15/11 
Entities (Iopic 954): Presentation and Disclosure of 

Net Revenue, Provision for Bad Debts, and the 

Allowance for Doubtful Accounts (a consensus of the 

FASB Emerging Issues Task Force) 





118/10 


10/12/10 


Proposed Accounting Standards Update, Transfers W15/11 
and Servicing (Topic 860): Reconsideration of 
Effective Control for Repurchase Agreements 


Proposed Accounting Standards Update, Receivables 12/13/10 
(Topic 310): Clarifications to Accounting for Troubled 
Debt Restructurings by Creditors 





9/1/10 


Proposed Accounting Standards Update, Compensation— 11/1/10 
Retirement Benefits—Multiemployer Plans (Subtopic 715-80): 

Disclosure about an Employer’ Participation in a 

Multiemployer Plan 





8/17/10 


Proposed Accounting Standards Update, Leases (Topic 840) 12/15/10 





7/20/10 


6/29/10 


6/24/10 


5/26/10 


5/26/10 


3/11/10 


10/9/08 


Proposed Accounting Standards Update, Contingencies 8/20/10 
(opic 450): Disclosure of Certain Loss Contingencies 


Proposed Accounting Standards Update, Fair Value 9/7/10. 
Measurements and Disclosures (Topic 820); Amendments 

for Common Fair Value Measurements and Disclosure 

Requirements in U.S. GAAP and IFRSs 


Proposed Accounting Standards Update, Revenue 10/22/10 
Recognition (Topic 605): Revenue from Contracts 
with Customers 





Proposed Accounting Standards Update, Accounting for 9/30/10 
Financial Instruments and Revisions to the Accounting for 

Derivative Instruments and Hedging Activities: Financial 

Instruments (Topic 825) and Derivatives and Hedging 

(lopic 815) 


Proposed Accounting Standards Update, Comprehensive 9/30/10 
Income (Topic 220): Statement of Comprehensive Income 


Proposed Statement of Financial Accounting Concepts, 7/16/10 
Conceptual Framework for Financial Reporting: 
The Reporting Entity 


Going Concern 12/8/08 





8/7/08 


Earnings per Share—an amendment of FASB Statement 12/5/08 
No. 128 (Revision of Exposure Draft Issued 
September 30, 2005) 





6/6/08 


Accounting for Hedging Activities (an amendment of 8/15/08 
FASB Statement No. 133) 
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Issue Comment 
Date Title or Description Deadline 
ARSC (AICPA) 

11/30/10 Proposed Statement on Standards for Accounting and 4/29/11 


Review Services, The Use of the Accountants Name in 
a Document or Communication Containing Unaudited 
Financial Statements That Have Not Been Compiled 








or Reviewed 
ASB (AICPA) 
12/21/10 Proposed Statement on Auditing Standards, Alert as to 4/29/11 


the Intended Use of the Auditors Written Communication 








11/9/10 Proposed Revised Statement on Auditing Standards, IBIWV/11 
Financial Statements Prepared in Accordance With a 
Financial Reporting Framework Generally Accepted 





in Another Country 

7/19/10 Proposed Statement on Auditing Standards, Letters for 9/30/10 
Underwriters and Certain Other Requesting Parties 
(Redrafted) 

7/8/10 Proposed Statement on Auditing Standards, Interim 10/8/10 


Financial Information (Redrafted) 





9/30/09 Proposed Statement on Auditing Standards, Reporting 12/31/09 
on Compliance With Aspects of Contractual Agreements 
or Regulatory Requirements in Connection With 
Audited Financial Statements (Redrafted) 


OTHER (AICPA) 

1/31/11 Proposed Revisions to the AICPA Standards for 4/29/11 
Performing and Reporting on Peer Reviews—Performing 
and Reporting on Peer Reviews of Compilations 
Performed Under SSARS 19 





9/4/09 Omnibus Proposal of Professional Ethics Division 11/6/09 











Interpretations and Rulings 
3/13/09 Generally Accepted Privacy Principles 4/15/09 
11/26/08 Proposed Statements on Standards for Tax Seryices 5/15/09 
SEC 
5/20/09 Custody of Funds or Securities of Clients by Investment 7/28/09 
Advisers 
2/3/09 Roadmap for the Potential Use of Financial Statements 4/20/09 


Prepared in Accordance With International Financial 
Reporting Standards by U.S. Issuers 





GASB 
11/24/10 Financial Reporting of Deferred Outflows of Resources, 2/25/11 
Deferred Inflows of Resources, and Net Position 








6/16/10 Pension Accounting and Financial Reporting by Employers 9/17/10 














IFAC 

1/13/11 _ Proposed International Standard on Review 5/20/11 
Engagements, ISRE 2400 (Revised), Engagements 
to Review Historical Financial Statements 

1/11/11 Proposed International Standard on Assurance 6/10/11 
Engagements, ISAE 3410, Assurance Engagements 
on Greenhouse Gas Statements 

12/15/10 Conceptual Framework for General Purpose Financial 6/15/11 


Reporting by Public Sector Entities 





New additions appear in bold, blue type. 
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Issue a Comment | Issue Comment 
Date Title or Description Deadline | Date Title or Description Deadline 
12/10/10 Proposed Redrafted International Education Standard, /8/11 GAO 
IES 7, Continuing Professional Development: A Program 8/2010 G iti 
Boil on. Weaning end Conuniting Develoomento overnment Auditing Standards, 2010 Exposure Draft 11/22/10 
Professional Competence 
Es PCAOB 
11/4/10 IFAC Policy Position Paper #4, A Public Interest 3/25/11 2/26/08 Proposed Auditing Standard—Engagement Quality 5/12/08 
Framework for the Accountancy Profession Review and Conforming Amendment to the Board’s 
Interim Quality Control Standards 
10/28/10 Proposed International Standard on Related Services, 3/31/11 
ISRS 4410 (Revised), Compilation Engagements 10/17/07 An Audit of Internal Control That Is Integrated With 12/17/07 
10/13/10 International Auditing Practice Statements, Proposals 2/11/11 Se 
Relating to the Withdrawal of Existing LAPSs and Auditors of Smaller Public Companies 
Clarification of the Status and Authority of New IAPSs 
and Proposed IAPS 1000, Special Considerations in 5/24/07 Amendments to Limit Board Rule 4003's Fixed Periodic 7/23/07 
Auditing Complex Financial Instruments Inspection Requirement to Firms That Regularly Issue 
; Audit Report 
T/A5/10 ISA 315 (Revised), Identifying and Assessing the Risks 11/15/10 ee ere 
of Material Misstatement through Understanding the me : 
Entity and Its Environment 4/3/07 Proposed Auditing Standard—Evaluating Consistency 5/18/07 
and of Financial Statements and Proposed Amendments to 
ISA 610 (Revised), Using the Work of Internal Auditors Interim Auditing Standards 
4/28/10 Proposed International Standard on Assurance 9/30/10 | 12/19/06 Amendments to Board Rules Relating to Inspections 2/16/07 
Engagements (ISAE) 3420, Assurance Reports on the 
Pri to Compile Pro F Fi ial i 
ot oe ee Ea SRE ONDSEO, 5/23/06 Proposed Rules on Succeeding to the Registration Status 7/24/06 
of a Predecessor Firm 
2/19/10 Proposed International Public Sector Accounting 6/30/10 
Standard, Service Concession Arrangements: Grantor 5/23/06 Proposed Rules on Periodic Reporting by Registered 7/24/06 
: Public Accounting Firms 
FASAB 5 
iy Delerral of Be Efiective Date of SFFAS 38, Accounting eat 10/26/04 Proposed Rule on Procedures Relating to Subpoena 11/29/04 
for Federal Oil and Gas Resources BNE ee 5 
Requests in Disciplinary Proceedings 
W/5/11 Technical Bulletin 2011-1, Accounting for Federal 131/11 
Natural Resources Other Than Oil and Gas 
NONAUTHORITATIVE WORKING DRAFTS 
9/13/10 Measurement of the Elements of Accrual-Basis Financial 11/30/10 
Statements in Periods After Initial Recording FinREC (AICPA) 
5/4/10 Definitional Changes Related to Deferred Maintenance 6/25/10 10/9/09 Audit and Ae Comets Guide, Entice WithiOsl aie 
and Repairs: Amending Statement of Federal Financial and Gas Producing Activities 
Accounting Standards 6, Accounting for Property, Plant, 
and Equipment 9/10/08 Audit and Accounting Guide, Gaming 12/9/08 


INFORMATION 


The initials stand for the following organizations. Exposure drafts are available online at the Web addresses 
below or copies may be obtained at the address in parentheses (unless otherwise indicated). 


Financial Accounting Standards Board (Order Department, Financial 
Accounting Standards Board, 401 Merritt 7, RO. Box 5116, Norwalk, 
CT 06856-5116); www.fasb.org 


Governmental Accounting Standards Board (Order Department, 
Governmental Accounting Standards Board, 401 Merritt 7, 

PO. Box 5116, Norwalk, CT 06856-5116); www.gasb.org 
American Institute of CPAs (AICPA, 220 Leigh Farm Road, Durham, 
NC 27707-8110). The Institute publishes exposure drafts and working 
drafis exclusively on the Web at www.aicpa.org. Print copies are not 
available. 

International Accounting Standards Board (International Accounting 
Standards Board, 30 Cannon Street, London EC4M 6XH, United 
Kingdom); www.iasb.org 

International Federation of Accountants (International Federation of 
Accountants, 545 Fifth Avenue, 14th Floor, New York, NY 10017), 
www.ifac.org 
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SEC- __ Securities and Exchange Commission (Securities and Exchange 

Commission, 100 F Street, N.E., Washington, DC 20549); 

WWW.S@C.gOVv 

FASAB-— Federal Accounting Standards Advisory Board (Federal Accounting 
Standards Advisory Board, 441 G Street, N.W, Suite 6814, Washington, 


DC 20548); www.fasab.gov 


U.S. Government Accountability Office (available only in electronic 
format); WWW.gao.gov 


GAO- 


PCAOB- Public Company Accounting Oversight Board (Public Company 
Accounting Oversight Board, 1666 K Street, N.W., Washington, DC 
20006-2803); www.pcaobus.org 


AICPA TECHNICAL HOTLINE 
The Technical Information Service answers inquiries about specific audit or 
accounting problems. Call toll-free 877-242-7212 or e-mail query to 
aahotline@aicpa.org. This service is free to AICPA members. 
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CLARIFIED STATEMENTS ON AUDITING STANDARDS 


CLARIFIED STATEMENTS ON AUDITING 
STANDARDS 


Note: All clarified Statements on Auditing Standards 
(SASs) will have the same effective date. Upon the 
issuance of all clarified SASs, one SAS will be issued con- 
taining all clarified SASs in codified format. 


Statement on Auditing Standards- 
Forming an Opinion and Reporting 
on Financial Statements 

Statement on Auditing Standards (SAS) Forming an 
Opinion and Reporting on Financial Statements super- 
sedes SAS No. 1, Codification of Auditing Standards 
and Procedures, section 410, Adherence to Generally 
Accepted Accounting Principles (AICPA, Professional 
- Standards, vol. 1, AU sec. 410); SAS No. 1 section 
530 paragraphs .01-.02, Dating of the Independent 
Auditor’s Report (AICPA, Professional Standards, vol. 
1, AU sec. 530, par. .01-.02); and with the clari- 
fied SAS Modifications to the Opinion in the 
Independent Auditor’ Report and the clarified SAS 
Emphasis-of-Matter Paragraphs and Other-Matter 
Paragraphs in the Independent Auditor’s Report, para- 
graphs .01-.11, .14-.15, .19-.32, 35-52, 58-.70, 
and .74-.76 of SAS No. 58, Reports on Audited 
Financial Statements (AICPA, Professional Standards, 
vol. 1, AU sec. 508, par. .01—.11, .14-.15, .19-.32, 
35-52, .58-.70, and .74-.76). 


CONTENTS 
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Scope of This Statement on Auditing 
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Effective Date/9 
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Requirements 

Forming an Opinion on the Financial 
Statements/14—19 

Form of Opinion/20-22 

Auditor’s Report/23—44 

Comparative Financial Statements and 
Comparative Information/45—58 
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Information Presented in the Financial 
Statements/59 
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on Financial Statements/A58 
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International Standard on Auditing 700, 
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Exhibit C: Comparison of Statement on 
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INTRODUCTION 

Scope of This Statement on Auditing 
Standards 

1. This Statement on Auditing Standards (SAS) 
addresses the auditor's responsibility to form an 
opinion on the financial statements. It also address- 
es the form and content of the auditor’s report 
issued as a result of an audit of financial statements. 
2. This SAS is written in the context of a complete 
set of general purpose financial statements. 

3. The clarified SAS Modifications to the Opinion in 
the Independent Auditor’s Report and the clarified SAS 
Emphasis-of-Matter Paragraphs and Other-Matter 
Paragraphs in the Independent Auditor's Report address 
how the form and content of the auditor's report 
are affected when the auditor expresses a modified 
opinion (a qualified opinion, an adverse opinion, 
or a disclaimer of opinion) or includes an empha- 
sis-of-matter paragraph or other-matter(s) para- 
graph in the auditor's report. 

4. The clarified SAS Special Considerations—Audits 
of Financial Statements Prepared in Accordance With 
Special Purpose Frameworks addresses special consid- 


erations when financial statements are prepared in 
accordance with a special purpose framework.’ The 
clarified SAS Special Considerations—Audits of Single 
Financial Statements and Specific Elements, Accounts, 
or Items of a Financial Statement addresses special 
considerations relevant to an audit of a single finan- 
cial statement or of a specific element, account, or 
item of a financial statement. (Ref: par. Al). 

5. The clarified SAS Opening Balances—Initial Audit 
Engagements, Including Reaudit Engagements applies 
when the financial statements of the prior period 
have been audited by a predecessor auditor or were 
not audited. 

6. The proposed SAS Reporting on Financial Statements 
Prepared in Accordance With a Financial Reporting 
Framework Generally Accepted in Another Country 
applies when an auditor practicing in the United 
States is engaged to report on financial statements 
that have been prepared in accordance with a finan- 
cial reporting framework generally accepted in 
another country not adopted by a body designat- 
ed by the Council of the AICPA (Council) to estab- 
lish generally accepted accounting principles that 
are intended to be used ouside the United States. 
7. The proposed SAS Engagements to Report on 
Summary Financial Statements applies when an audi- 
tor is engaged to report separately on summary 
financial statements derived from financial state- 
ments audited in accordance with generally accept- 
ed auditing standards (GAAS) by the same auditor. 
AU section 558, Required Supplementary Information 
(AICPA, Professional Standards, vol. 1), addresses the 
auditor's responsibilities relating to information sup- 
plementary to the basic financial statements that is 
required by a designated accounting standard set- 
ter to accompany such financial statements. 

8. This SAS promotes consistency in the auditor’s 
report. Consistency in the auditor’s report, when the 
audit has been conducted in accordance with GAAS, 
promotes credibility in the marketplace by making 
more readily identifiable those audits that have been 
conducted in accordance with recognized standards. 
Consistency also helps promote users’ understand- 
ing and identification of unusual circumstances 
when they occur. 


Effective Date 
9. This SAS is effective for audits of financial state- 


ments for periods ending on or after December 15, 
2012. 


1. See the clarified Statement on Auditing Standards (SAS) Special Con- 
siderations—Audits of Financial Statements Prepared in Accordance With 
Special Purpose Frameworks for a definition of special purpose framework. 
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OBJECTIVES 

10. The objectives of the auditor are 

a. to form an opinion on the financial statements 
based on an evaluation of the audit evidence 
obtained, including evidence obtained about 
comparative financial statements or compara- 
tive financial information, and 

b. to express clearly that opinion on the financial 
statements through a written report that also 
describes the basis for that opinion. (Ref: par. A2) 


DEFINITIONS 

11. For purposes of GAAS, the following terms have 

the meanings attributed as follows: 

Comparative financial statements. A complete set 
of financial statements’ for one or more prior 
periods included for comparison with the finan- 
cial statements of the current period. 

Comparative information. Prior period informa- 
tion presented for purposes of comparison with 
current period amounts or disclosures that is 
not in the form of a complete set of financial 
statements. 

General purpose financial statements. Financial 
statements prepared in accordance with a gen- 
eral purpose framework. (Ref: par. A3) 

General purpose framework. A financial report- 
ing framework designed to meet the common 
financial information needs of a wide range of 
users. 

Unmodified opinion. The opinion expressed by 
the auditor when the auditor concludes that the 
financial statements are presented fairly, in all 
material respects, in accordance with the appli- 
cable financial reporting framework.’ 

12. Reference to financial statements in this SAS 
means a complete set of general purpose financial 
statements, including the related notes. The relat- 
ed notes ordinarily comprise a summary of signif- 
icant accounting policies and other explanatory 
information. The requirements of the applicable 
financial reporting framework determine the form 
and content of the financial statements and what 
constitutes a complete set of financial statements. 

13. Reference to generally accepted accounting prin- 

ciples in this SAS means the accounting principles 

generally accepted in the United States of America. 

Reference to International Financial Reporting 

Standards (IFRSs) in this SAS means the IFRSs 

issued by the International Accounting Standards 

Board (IASB). 


REQUIREMENTS 

Forming an Opinion on the Financial 
Statements 

14. The auditor should form an opinion on whether 
the financial statements are presented fairly, in all 
material respects, in accordance with the applica- 
ble financial reporting framework. 





2. See the clarified SAS Overall Objectives of the Independent Auditor and 
the Conduct of an Audit in Accordance With Generally Accepted Auditing 
Standards for a definition of financial statements. 

3. See the clarified SAS Overall Objectives of the Independent Auditor and 
the Conduct of an Audit in Accordance With Generally Accepted Auditing 
Standards for a definition of applicable financial reporting framework. 
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15. In order to form that opinion, the auditor 
should conclude whether the auditor has obtained 
reasonable assurance about whether the financial 
statements as a whole are free from material mis- 
statement, whether due to fraud or error. That con- 
clusion should take into account the following: (Ref: 
par. A4) 

a. The auditor's conclusion, in accordance with the 
clarified SAS Performing Audit Procedures in 
Response to Assessed Risks and Evaluating the Audit 
Evidence Obtained (Redrafted), about whether 
sufficient appropriate audit evidence has been 
obtained? 

b. The auditor's conclusion, in accordance with the 
clarified SAS Evaluation of Misstatements 
Identified During the Audit, about whether uncor- 
rected misstatements are material, individually 
or in aggregate? 

c. The evaluations required by paragraphs 16-19 
16. The auditor should evaluate whether the finan- 
cial statements are prepared, in all material respects, 
in accordance with the requirements of the appli- 
cable financial reporting framework. This evalua- 
tion should include consideration of the qualitative 
aspects of the entity’s accounting practices, includ- 
ing indicators of possible bias in management's 
judgments. (Ref: par. A5-A7) 

17. In particular, the auditor should evaluate whether, 

in view of the requirements of the applicable finan- 

cial reporting framework 

a. the financial statements adequately disclose the 
significant accounting policies selected and 
applied; 

b. the accounting policies selected and applied are 
consistent with the applicable financial report- 
ing framework and are appropriate; 

c. the accounting estimates made by management 
are reasonable; 

d. the information presented in the financial state- 
ments is relevant, reliable, comparable, and 
understandable; 

e. the financial statements provide adequate dis- 
closures to enable the intended users to under- 
stand the effect of material transactions and 
events on the information conveyed in the 
financial statements; and (Ref: par. A8) 


f. the terminology used in the financial statements, 


including the title of each financial statement, 
is appropriate. 

18. The auditor’s evaluation about whether the 

financial statements achieve fair presentation should 

also include consideration of the following: 

a. The overall presentation, structure, and content 
of the financial statements 

b. Whether the financial statements, including the 
related notes, represent the underlying transac- 
tions and events in a manner that achieves fair 
presentation (Ref: par. A9) 

19. The auditor should evaluate whether the finan- 

cial statements adequately refer to or describe the 


4. Paragraph 26 of the clarified SAS Performing Audit Procedures in 
Response to Assessed Risks and Evaluating the Audit Evidence Obtained 
(Redrafted). 

5. Paragraph 11 of the clarified SAS Evaluation of Misstatements Iden- 
tified During the Audit. 





applicable financial reporting framework. (Ref: par. 
A10-A13) 


Form of Opinion 
20. The auditor should express an unmodified 
opinion when the auditor concludes that the finan- 
cial statements are presented fairly, in all material 
respects, in accordance with the applicable finan- 
cial reporting framework. 
21. The auditor should modify the opinion in the 
auditor's report, in accordance with the clarified SAS 
Modifications to the Opinion in the Independent 
Auditor’s Report, if the auditor 
a. concludes that, based on the audit evidence 
obtained, the financial statements as a whole are 
materially misstated or 
b. is unable to obtain sufficient appropriate audit 
evidence to conclude that the financial state- 
ments as a whole are free from material misstate- 
ment. 
22. If the auditor concludes that the financial state- 
ments do not achieve fair presentation, the auditor 
should discuss the matter with management and, 
depending on how the matter is resolved, should 
determine whether it is necessary to modify the 
opinion in the auditor’s report in accordance with 
the clarified SAS Modifications to the Opinion in the 
Independent Auditor's Report. (Ref: par. Al4—A15) 


Auditor’s Report 
23. The auditor's report should be in writing. (Ref: 
par. Al6—-A17) 


Auditor’s Report for Audits Conducted in 
Accordance With GAAS 


Title 

24. The auditor's report should have a title that 
includes the word independent to clearly indicate that 
it is the report of an independent auditor. (Ref: par. 
Al8) 


Addressee 

25. The auditor's report should be addressed as 
required by the circumstances of the engagement. 
(Ref: par. Al9) 


Introductory Paragraph 

26. The introductory paragraph in the auditor's 

report should (Ref: par. A20-A23) 

a. identify the entity whose financial statements 
have been audited, 

b. state that the financial statements have been 
audited, 

c. identify the title of each statement that the finan- 
cial statements comprise, and 

d. specify the date or period covered by each finan- 
cial statement that the financial statements com- 
prise. 


Management’ Responsibility for the Financial 
Statements 

27. The auditor’s report should include a section 
with the heading “Management’s Responsibility for 
the Financial Statements.” 
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28. The auditor's report should describe manage- 
ment’s responsibility for the preparation and fair 
presentation of the financial statements. The 
description should include an explanation that 
management is responsible for the preparation and 
fair presentation of the financial statements in accor- 
dance with the applicable financial reporting frame- 
work; this responsibility includes the design, 
implementation, and maintenance of internal con- 
trol relevant to the preparation and fair presenta- 
tion of financial statements that are free from 
material misstatement, whether due to fraud or 
error. (Ref: par. A24) 

29. The description about management's respon- 
sibility for the financial statements in the auditor's 
report should not be referenced to a separate state- 
ment by management about such responsibilities if 
such a statement is included in a document con- 
taining the auditor's report. (Ref: par. A25) 


Auditor's Responsibility 
30. The auditor’s report should include a section 
with the heading “Auditor’s Responsibility.” 
31. The auditor’s report should state that the 
responsibility of the auditor is to express an opin- 
ion on the financial statements based on the audit. 
(Ref: par. A26) 
32. The auditor's report should state that the audit 
was conducted in accordance with generally accept- 
ed auditing standards and should identify the United 
States of America as the country of origin of those 
standards. The auditor's report should also explain 
that those standards require that the auditor plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. (Ref: par. A27—A28) 

33. The auditor’s report should describe an audit 

by stating that 

a. an audit involves performing procedures to 
obtain audit evidence about the amounts and 
disclosures in the financial statements. 

b. the procedures selected depend on the auditor's 
judgment, including the assessment of the risks 
of material misstatement of the financial state- 
ments, whether due to fraud or error. In mak- 
ing those risk assessments, the auditor considers 
internal control relevant to the entity’s prepa- 
ration and fair presentation of the financial state- 
ments in order to design audit procedures that 
are appropriate in the circumstances but not for 
the purpose of expressing an opinion on the 
effectiveness of the entity's internal control, and 
accordingly, no such opinion is expressed. 

c. anaudit also includes evaluating the appropri- 
ateness of the accounting policies used and the 
reasonableness of significant accounting esti- 
mates made by management, as well as the over- 
all presentation of the financial statements. 

In circumstances when the auditor also has a 

responsibility to express an opinion on the effective- 

ness of internal control in conjunction with the 
audit of the financial statements, the auditor should 
omit the phrase required in paragraph 33(b) that 
the auditor’s consideration of internal control is not 
for the purpose of expressing an opinion on the 


OFFICIAL RELEASES 


effectiveness of internal control, and accordingly, no 
such opinion is expressed. 

34. The auditor’s report should state whether the 
auditor believes that the audit evidence the audi- 
tor has obtained is sufficient and appropriate to pro- 
vide a basis for the auditor’s opinion. 


Auditor's Opinion 

35. The auditor's report should include a section 
with the heading “Opinion.” 

36. When expressing an unmodified opinion on 
financial statements, the auditor's opinion should 
state that the financial statements present fairly, in 
all material respects, the financial position of the 
entity as of the balance sheet date and the results 
of its operations and its cash flows for the period 
then ended, in accordance with the applicable finan- 
cial reporting framework. (Ref: par. A9, A29—-A30) 
37. The auditor's opinion should identify the appli- 
cable financial reporting framework and its origin. 
(Ref: par. A31) 


Other Reporting Responsibilities 

38. If the auditor addresses other reporting respon- 
sibilities in the auditor's report on the financial state- 
ments that are in addition to the auditor's 
responsibility under GAAS to report on the finan- 
cial statements, these other reporting responsibili- 
ties should be addressed in a separate section in the 
auditor's report that should be subtitled “Report on 
Other Legal and Regulatory Requirements” or oth- 
erwise, as appropriate to the content of the section. 
(Ref: par. A32—A33) 

39. If the auditor's report contains a separate sec- 
tion on other reporting responsibilities, the head- 
ings, statements, and explanations referred to in 
paragraphs 26-37 should be under the subtitle 
“Report on the Financial Statements.” The “Report 
on Other Legal and Regulatory Requirements” 
should follow the “Report on the Financial 
Statements.” (Ref: par. A34) 


Signature of the Auditor 

40. The auditor’s report should include the man- 
ual or printed signature of the auditor’s firm. (Ref: 
par. A35—A36) 


Auditor’s Address 
41. The auditor's report should name the city and 
state where the auditor practices. (Ref: par. A37) 


Date of the Auditor’s Report 

42. The auditor’s report should be dated no earli- 

er than the date on which the auditor has obtained 

sufficient appropriate audit evidence on which to 

base the auditor’s opinion on the financial state- 

ments, including evidence that 

a. the audit documentation has been reviewed; 

b. all the statements that the financial statements 
comprise, including the related notes, have been 
prepared; and 

c. management has asserted that they have taken 
responsibility for those financial statements. 
(Ref: par. A38-A41) 





Auditor’s Report for Audits Conducted in 
Accordance With Both GAAS and Another Set of 
Auditing Standards 

43. Paragraph 32 of this SAS requires that the audi- 
tor’s report state that the audit was conducted in 
accordance with GAAS and identify the United 
States of America as the country of origin of those 
standards. However, an auditor may indicate that 
the audit was also conducted in accordance with 
another set of auditing standards (for example, 
International Standards on Auditing (ISAs), Public 
Company Accounting Oversight Board auditing 
standards, or Government Auditing Standards. The 
auditor should not refer to having conducted an 
audit in accordance with another set of auditing 
standards in addition to GAAS, unless the audit was 
conducted in accordance with both sets of standards 
in their entirety. (Ref: par. A42) 

44. When the auditor's report refers to both GAAS 
and another set of auditing standards, the auditor's 
report should identify the other set of auditing stan- 
dards, as well as their origin. 


Comparative Financial Statements and 
Comparative Information 

45. Comparative financial statements may be 
required by the applicable financial reporting frame- 
work, or management may elect to provide such 
information. When comparative financial state- 
ments are presented, the auditor's report should 
refer to each period for which financial statements 
are presented and on which an audit opinion is 
expressed. (Ref: par. A43-A44) 

46. When expressing an opinion on all periods pre- 
sented, a continuing auditor should update the 
report on the financial statements of one or more 
prior periods presented on a comparative basis with 
those of the current period. The auditor's report on 
comparative financial statements should not be 
dated earlier than the date on which the auditor has 
obtained sufficient appropriate audit evidence on 
which to support the opinion for the most recent 
audit. (Ref: par. A45—A46) 

47. If comparative information is presented but not 
covered by the auditor's opinion, the auditor should 
clearly indicate in the auditor's report the charac- 
ter of the auditor’s work, if any, and the degree of 
responsibility the auditor is taking. (Ref: par. 
A47-A48) 

48. If comparative information is presented and the 
entity requests the auditor to express an opinion on 
all periods presented, the auditor should consider 
whether the information included for the prior peri- 
od(s) contains sufficient detail to constitute a fair 
presentation in accordance with the applicable 
financial reporting framework. (Ref: par. A49) 


Audit Procedures 

49. The auditor should perform the procedures 
required by paragraphs 50-52 if comparative finan- 
cial statements or comparative information is pre- 
sented for the prior period(s). 

50. The auditor should determine whether the 
comparative financial statements or comparative 
information has been presented in accordance with 
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the relevant requirements, if any, of the applicable 
financial reporting framework. 
51. The auditor should evaluate whether 
a. the comparative financial statements or compar- 
ative information agree with the amounts and 
other disclosures presented in the prior period 
or, when appropriate, has been restated for the 
correction of a material misstatement or adjust- 
ed for the retrospective application of an account- 
ing principle, and 
b. the accounting policies reflected in the compar- 
ative financial statements or comparative infor- 
mation are consistent with those applied in the 
current period or if there have been changes in 
accounting policies, whether those changes have 
been properly accounted for and adequately pre- 
sented and disclosed.* 
52. If the auditor becomes aware of a possible mate- 
rial misstatement in the comparative financial state- 
ments or comparative information while performing 
the current period audit, the auditor should perform 
such additional audit procedures as are necessary 
in the circumstances to obtain sufficient appropri- 
ate audit evidence to determine whether a materi- 
al misstatement exists. If the auditor audited the 
prior period’s financial statements and becomes 
aware of a material misstatement in those financial 
statements, the auditor should also follow the rel- 
evant requirements of the clarified SAS Subsequent 
Events and Subsequently Discovered Facts. If the prior 
period financial statements are restated, the audi- 
tor should determine that the comparative finan- 
cial statements or comparative information agree 
with the restated financial statements. 
53. As required by the clarified SAS Written 
Representations, the auditor should request written 
representations for all periods referred to in the 
auditor's opinion. The auditor also should obtain a 
specific written representation regarding any 
restatement made to correct a material misstatement 
in a prior period that affects the comparative finan- 
cial statements. (Ref: par. A50) 
54. When reporting on prior period financial state- 
ments in connection with the current period’s audit, 
if the auditor's opinion on such prior period finan- 
cial statements differs from the opinion the auditor 
previously expressed, the auditor should disclose 
the following matters in an other-matter paragraph, 
in accordance with the clarified SAS Emphasis-of- 
Matter Paragraphs and Other-Matter Paragraphs in the 
Independent Auditor’s Report: 
a. The date of the auditor’s previous report 
b. The type of opinion previously expressed 
c. The substantive reasons for the different opin- 
ion 
d. That the auditor's opinion on the amended 
financial statements is different from the audi- 
tor’s previous opinion (Ref: par. A51) 


Prior Period Financial Statements Audited by a 
Predecessor Auditor 

55. If the financial statements of the prior period 
were audited by a predecessor auditor, and the pred- 





6. See the proposed SAS Consistency of Financial Statements. 
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ecessor auditor's report on the prior period's finan- 
cial statements is not reissued,’ in addition to 
expressing an opinion on the current period’s finan- 
cial statements, the auditor should state the follow- 
ing in an other-matter paragraph:* 
a. That the financial statements of the prior peri- 
od were audited by a predecessor auditor 
b. The type of opinion expressed by the predeces- 
sor auditor and, if the opinion was modified, the 
reasons therefore 
c. The nature of any emphasis-of-matter paragraph 
or other-matter paragraph included in the pred- 
ecessor auditor's report, if any 
d. The date of that report 
56. If the auditor concludes that a material misstate- 
ment exists that affects the prior period financial 
statements on which the predecessor auditor had 
previously reported without modification, the audi- 
tor should follow the communication requirements 
in paragraphs 13 and 16-18 of the clarified SAS 
Opening Balances—Initial Audit Engagements, 
Including Reaudit Engagements. If the prior period 
financial statements are restated, and the predeces- 
sor auditor agrees to issue a new auditor's report on 
the restated financial statements of the prior peri- 
od, the auditor should express an opinion only on 
the current period. (Ref: par. A52) 


Prior Period Financial Statements Not Audited 
57. When current period financial statements are 
audited and presented in comparative form with 
compiled or reviewed financial statements for the 
prior period, and the report on the prior period is 
not reissued, the auditor should include an other- 
matter paragraph® in the current period auditor's 
report that includes the following: 
a. The service performed in the prior period 
b. The date of the report on that service 
c. A description of any material modifications 
noted in that report 
d. A statement that the service was less in scope 
than an audit and does not provide the basis for 
the expression of an opinion on the financial 
statements (Ref: par. A53—A54) 
58. If the prior period financial statements were not 
audited, reviewed, or compiled, the financial state- 
ments should be clearly marked to indicate their sta- 
tus, and the auditor’s report should include an 
other-matter paragraph to indicate that the auditor 
has not audited, reviewed, or compiled the prior 
period financial statements and that the auditor 
assumes no responsibility for them. (Ref: par. A55) 


Information Presented in the Financial 
Statements (Ref: par. A56-A57) 

59. Information that is not required by the appli- 
cable financial reporting framework but is never- 
theless presented as part of the basic financial 
statements should be covered by the auditor's opin- 
ion if it cannot be clearly differentiated. 


7. Paragraphs 18-19 of the clarified SAS Subsequent Events and Sub- 
sequently Discovered Facts. 

8. See the clarified SAS Emphasis-of-Matter Paragraphs And Other- 
Matter Paragraphs in the Independent Auditor's Report. 

9. See footnote 8. 
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APPLICATION AND OTHER 
EXPLANATORY MATERIAL 

Scope of This SAS (Ref: par. 4) 

Al. The clarified SAS Special Considerations—Audits 
of Financial Statements Prepared in Accordance With 
Special Purpose Frameworks also addresses the audi- 
tor’s responsibilities when the auditor is reporting 
on financial statements prepared in accordance with 
a special purpose framework and is required by law 
or regulation to use a specific layout, form, or word- 
ing of the auditor's report. When reporting on finan- 
cial statements prepared in accordance with a general 
purpose framework, and law or regulation requires 
a specific layout, form, or wording of the auditor’s 
report, the auditor may adapt and apply the require- 
ments in the clarified SAS Special Considerations— 
Audits of Financial Statements Prepared in Accordance 
with Special Purpose Frameworks. 


OBJECTIVES 

Considerations Specific to Governmental 
Entities (Ref: par. 10) 

A2. For audits of governmental entities, the objec- 
tives of a financial statement audit are often broad- 
er than forming and expressing an opinion on the 
financial statements. Laws, regulations, and govern- 
ment auditing standards require that the auditor 
satisfy additional objectives. These additional objec- 
tives include audit and reporting responsibilities, for 
example, relating to reporting instances of noncom- 
pliance with applicable laws and regulations or 
reporting material weaknesses and significant defi- 
ciencies in internal control noted during the audit. 
Such reporting on compliance and internal control 
is an integral part of a government auditing standards 
audit. 


DEFINITIONS 

Considerations Specific to Governmental 
Entities (Ref: par. 11) 

A3. For audits of governmental entities, the term 
general purpose financial statements, in the context 
of this SAS, would be considered or referred to as 
basic financial statements using the terms in the gov- 
ernment’s applicable financial reporting framework. 


Forming an Opinion on the Financial 
Statements (Ref: par. 15) 


Considerations Specific to Governmental 
Entities 

A4. For most state or local governmental entities, 
the applicable financial reporting framework is based 
on multiple reporting units and, therefore, requires 
the presentation of financial statements for its activ- 
ities in various reporting units. Consequently, a 
reporting unit, or aggregation of reporting units, of 
the governmental entity represents an opinion unit 
to the auditor. In the context of this SAS, the audi- 
tor is responsible for forming an opinion on the 
financial statements for each opinion unit within a 
governmental entity. 
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Qualitative Aspects of the Entity’s Accounting 
Practices (Ref: par. 16) 
A5. Management makes a number of judgments 
about the amounts and disclosures in the financial 
statements. 
A6. Appendix A, “Qualitative Aspects of Accounting 
Practices,” of the clarified SAS The Auditor’s Communi- 
cation With Those Charged With Governance 
(Redrafted) contains a discussion of the qualitative 
aspects of accounting practices. In considering the 
qualitative aspects of the entity’s accounting practices, 
the auditor may become aware of possible bias in 
management's judgments. The auditor may conclude 
that the cumulative effect of a lack of neutrality, 
together with the effect of uncorrected misstatements, 
causes the financial statements as a whole to be mate- 
rially misstated. Indicators of a lack of neutrality that 
may affect the auditor’s evaluation of whether the 
financial statements as a whole are materially misstat- 
ed include the following: 
¢ The selective correction of misstatements brought 
to management's attention during the audit (for 
example, correcting misstatements with the 
effect of increasing reported earnings but not 
correcting misstatements that have the effect of 
decreasing reported earnings) 
¢ Possible management bias in the making of 
accounting estimates 
A7. The clarified SAS Auditing Accounting Estimates, 
Including Fair Value Accounting Estimates and Related 
Disclosures addresses possible management bias in 
making accounting estimates. Indicators of possi- 
ble management bias, themselves, do not constitute 
misstatements for purposes of drawing conclusions 
on the reasonableness of individual accounting esti- 
mates. They may, however, affect the auditor’s eval- 
uation of whether the financial statements as a 
whole are free from material misstatement. 


Disclosure of the Effect of Material Transactions 
and Events on the Information Conveyed in the 
Financial Statements (Ref: par. 17(e)) 

A8. It is common for financial statements prepared 
in accordance with a general purpose framework to 
present an entity’s financial position, results of oper- 
ations, and cash flows. In such circumstances, para- 
graph 17(e) requires the auditor to evaluate whether 
the financial statements provide adequate disclo- 
sures to enable the intended users to understand the 
effect of material transactions and events on the enti- 
ty’s financial position, results of operations, and cash 
flows. 


Evaluation of Whether the Financial Statements 
Achieve Fair Presentation (Ref: par. 18(b)) 

AQ. As described in the the clarified SAS Overall 
Objectives of the Independent Auditor and the Conduct 
of an Audit in Accordance With Generally Accepted 
Auditing Standards, a financial reporting framework is 
a set of criteria used to determine measurement, 
recognition, presentation, and disclosure of all mate- 
rial items appearing in the financial statements. The 
auditor's judgment concerning the fairness of the 
presentation of the financial statements is applied 
within the context of the financial reporting frame- 
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work. Without that framework, the auditor would 
have no consistent standard for evaluating the pres- 
entation of financial position, results of operations, 
and cash flows in financial statements. 


Description of the Applicable Financial 
Reporting Framework (Ref: par. 19) 

A10. As explained in paragraphs A2—A3 of the clar- 
ified SAS Overall Objectives of the Independent Auditor 
and the Conduct of an Audit in Accordance With 
Generally Accepted Auditing Standards, the prepara- 
tion of the financial statements by management and, 
when appropriate, those charged with governance 
requires the inclusion of an adequate description of 
the applicable financial reporting framework in the 
financial statements. That description is important 
because it advises users of the financial statements 
of the framework on which the financial statements 
are based. 

A11. A description that the financial statements are 
prepared in accordance with a particular applica- 
ble financial reporting framework is appropriate 
only if the financial statements comply with all the 
requirements of that framework that are effective 
during the period covered by the financial state- 
ments. 

Al2. A description of the applicable financial 
reporting framework that contains imprecise qual- 
ifying or limiting language (for example, “the finan- 
cial statements are in substantial compliance with 
International Financial Reporting Standards”) is not 
an adequate description of that framework because 
it may mislead users of the financial statements. 
A13. Financial statements that are prepared in 
accordance with one financial reporting framework 
and that contain a note or supplementary statement 
reconciling the results to those that would be shown 
under another framework are not prepared in accor- 
dance with that other framework. This is because 
the financial statements do not include all the infor- 
mation in the manner required by that other frame- 
work. The financial statements may, however, be 
prepared in accordance with one applicable finan- 
cial reporting framework and, in addition, describe 
in the notes to the financial statements the extent 
to which the financial statements comply with 
another framework. Such information may not be 
required by the applicable financial reporting frame- 
work but may be presented as part of the basic 
financial statements. As discussed in paragraph 59, 
such information is considered an integral part of 
the financial statements if it cannot be clearly dif- 
ferentiated and, accordingly, is covered by the audi- 
tor’s opinion. 


Form of Opinion (Ref: par. 22) 

A14. There may be cases when the financial state- 
ments, although prepared in accordance with the 
requirements of a fair presentation framework, do 
not achieve fair presentation. When this is the case, 
it may be possible for management to include addi- 
tional disclosures in the financial statements beyond 
those specifically required by the framework or, in 
unusual circumstances, to depart from a require- 
ment in the framework in order to achieve fair pres- 





entation of the financial statements, which would 

be extremely rare. 

Al5. Rule 203, Accounting Principles (AICPA, 

Professional Standards, vol. 2, ET sec. 203 par. 01), 

states the following: 
A member shall not (1) express an opinion or 
state affirmatively that the financial statements 
or other financial data of any entity are present- 
ed in conformity with generally accepted 
accounting principles or (2) state that he or she 
is not aware of any material modifications that 
should be made to such statements or data in 
order for them to be in conformity with gener- 
ally accepted accounting principles, if such 
statements or data contain any departure from 
an accounting principle promulgated by bod- 
ies designated by Council to establish such prin- 
ciples that has a material effect on the statements 
or data taken as a whole. If, however, the state- 
ments or data contain such a departure and the 
member can demonstrate that due to unusual 
circumstances the financial statements or data 
would otherwise have been misleading, the 
member can comply with the rule by describ- 
ing the departure, its approximate effects, if 
practicable, and the reasons why compliance 
with the principle would result in a misleading 
statement. 


Auditor’s Report (Ref: par. 23) 

A16. A written report encompasses reports issued 
in hard copy format and those using an electronic 
medium. 

A17. Exhibit A, “Illustrations of Auditors’ Reports 
on Financial Statements,” contains illustrations of 
auditors’ reports on financial statements incorpo- 
rating the elements required by paragraphs 24-42. 


Auditor's Report for Audits Conducted in 
Accordance With GAAS 


Title (Ref: par. 24) 

A18. A title indicating the report is the report of an 
independent auditor (for example, “Independent 
Auditor's Report”) affirms that the auditor has met 
all of the relevant ethical requirements regarding 
independence and, therefore, distinguishes the 
independent auditor's report from reports issued by 
others. See the clarified SAS Overall Objectives of the 
Independent Auditor and the Conduct of an Audit in 
Accordance With Generally Accepted Auditing 
Standards for guidance on reporting when the audi- 
tor is not independent. 


Addressee (Ref: par. 25) 

A19. The auditor's report is normally addressed to 
those for whom the report is prepared. The report 
may be addressed to the entity whose financial state- 
ments are being audited or to those charged with 
governance. A report on the financial statements of 
an unincorporated entity may be addressed as cir- 
cumstances dictate (for example, to the partners, 
general partner, or proprietor). Occasionally, an 
auditor may be retained to audit the financial state- 
ments of an entity that is not a client; in sucha case, 
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the report may be addressed to the client and not 
to those charged with governance of the entity 
whose financial statements are being audited. 


Introductory Paragraph (Ref: par. 26) 

A20. The introductory paragraph states, for exam- 
ple, that the auditor has “audited the accompany- 
ing financial statements of ABC Company, which 
comprise the balance sheet as of December 31, 
20X1, and the related statements of income, 
changes in stockholders’ equity and cash flows for 
the year then ended, and the related notes to the 
financial statements.” If the financial statements 
include a separate statement of changes in stock- 
holders’ equity accounts or a separate statement of 
comprehensive income, paragraph 26(c) requires 
such statements to be identified in the introducto- 
ry paragraph of the report as a statement to which 
the financial statements are comprised, but they 
need not be reported on separately in the opinion 
paragraph because changes in stockholders’ equi- 
ty accounts and comprehensive income are consid- 
ered part of the presentation of financial position, 
results of operations, and cash flows. 

A21. When the auditor is aware that the audited 
financial statements will be included in a document 
that contains other information, such as an annu- 
al report, the auditor may consider, if the form of 
presentation allows, identifying the page numbers 
on which the audited financial statements are pre- 
sented. This helps users identify the financial state- 
ments to which the auditor's report relates. 

A22. The auditor's opinion covers the complete set 
of financial statements, as defined by the applica- 
ble financial reporting framework. For example, in 
the case of many general purpose frameworks, the 
financial statements include a balance sheet; an 
income statement; a statement of changes in equi- 
ty; and a cash flow statement, including related 
notes. In some circumstances, additional or differ- 
ent statements, schedules, or information also might 
be considered to be an integral part of the financial 
statements. 

A23. The identification of the title for each state- 
ment that the financial statements comprise may be 
achieved by referencing the table of contents. 


Management's Responsibility for the Financial 
Statements (Ref: par. 28-29) 

A24. Paragraph 4 of the clarified SAS Overall 
Objectives of the Independent Auditor and the Conduct 
of an Audit in Accordance With Generally Accepted 
Auditing Standards explains the premise relating to 
the responsibilities of management and, when 
appropriate, those charged with governance on 
which an audit in accordance with GAAS is con- 
ducted. Management and, when appropriate, those 
charged with governance accept responsibility for 
the preparation of the financial statements in accor- 
dance with the applicable financial reporting frame- 
work, including their fair presentation. Management 
also accepts responsibility for the design, implemen- 
tation, and maintenance of internal control relevant 
to the preparation and fair presentation of financial 
statements that are free from material misstatement, 


OFFICIAL RELEASES 


whether due to fraud or error. The description of 
management's responsibilities in the auditor's report 
includes reference to both responsibilities because 
it helps explain to users the premise on which an 
audit is conducted.”° 

A25. In some instances, a document containing the 
auditor's report may include a separate statement 
by management regarding its responsibility for the 
preparation of the financial statements. Any elabo- 
ration in the auditor’s report about management's 
responsibilities regarding the preparation of the 
financial statements, or reference to a separate state- 
ment by management about such responsibilities if 
one is included in a document containing the audi- 
tor’s report, may lead users to erroneously believe 
that the auditor is providing assurances about rep- 
resentations made by management about their 
responsibility for financial reporting, internal con- 
trol, and other matters that might be discussed in 
the management report. 


Auditor’s Responsbility (Ref: par. 31-32) 

A206. The auditor’s report states that the auditor's 
responsibility is to express an opinion on the finan- 
cial statements based on the audit in order to con- 
trast it to management's responsibility for the 
preparation of the financial statements. 

A27. The reference to the standards used conveys 
to the users of the auditor's report that the audit has 
been conducted in accordance with established 
standards. For example, the auditor’s report may 
refer to auditing standards generally accepted in the 
United States of America or U.S. generally accept- 
ed auditing standards. 

A28. In accordance with paragraph 20 of the clar- 
ified SAS Overall Objectives of the Independent Auditor 
and the Conduct of an Audit in Accordance With 
Generally Accepted Auditing Standards, the auditor 
does not represent compliance with GAAS in the 
auditor’s report, unless the auditor has complied 
with the requirements of the clarified SAS Overall 
Objectives of the Independent Auditor and the Conduct 
of an Audit in Accordance With Generally Accepted 
Auditing Standards and all other AU sections rele- 
vant to the audit. 


Auditor’s Opinion (Ref: par. 36) 

Description of Information That the Financial 
Statements Present 

A29. The auditor's opinion states that the financial 
statements present fairly, in all material respects, the 
information that the financial statements are 
designed to present. 

A30. The title of the financial statements identified 
in the introductory paragraph of the auditor's report 
(see paragraph 26) describes the information that 
is the subject of the auditor’s opinion. 


Description of the Applicable Financial Reporting 
Framework and How it May Affect the Auditor's 
Opinion (Ref: par. 37) 

A31. The identification of the applicable financial 





10. See AU section 314, Understanding the Entity and Its Environment 
and Assessing the Risks of Material Misstatement (AICPA, Professional 
Standards, vol. 1). 





reporting framework in the auditor's opinion is 
intended to advise users of the auditor's report of 
the context in which the auditor’s opinion is 
expressed; it is not intended to limit the evaluation 
required in paragraph 18. For example, the appli- 
cable financial reporting framework may be iden- 
tified as accounting principles generally accepted in 
the United States of America or U.S. generally 
accepted accounting principles or International 
Financial Reporting Standards issued by the 
International Accounting Standards Board (IASB) or 
International Financial Reporting Standard for Small 
and Medium-Sized Entities issued by the IASB. 


Other Reporting Responsibilities (Ref: par. 38-39) 
A32. In some circumstances, the auditor may have 
additional responsibilities to report on other mat- 
ters that are supplementary to the auditor’s respon- 
sibility under GAAS to report on the financial 
statements. The form and content of the “Other 
Reporting Responsibilities” section of the auditor's 
report described in paragraph 38 will vary depend- 
ing on the nature of the auditor’s other reporting 
responsibilities. For example, for audits conduct- 
ed under government auditing standards, the auditor 
may be required to report on internal control over 
financial reporting and compliance with laws, reg- 
ulations, and provisions of contracts or grant agree- 
ments, which may be included in the “Other 
Reporting Responsibilities” section of the auditor's 
report.'! However, when the auditor is engaged or 
required by law or regulation to perform a compli- 
ance audit in accordance with GAAS, government 
auditing standards, and a governmental audit require- 
ment, reporting requirements in AU section 801, 
Compliance Audits (AICPA, Professional Standards, vol. 
1), apply. 

A33. In some cases, the relevant law or regulation 
may require or permit the auditor to report on these 
other responsibilities within the auditor's report on 
the financial statements. In other cases, the auditor 
may be required or permitted to report on them in 
a separate report. 

A34. These other reporting responsibilities are 
addressed in a separate section of the auditor's report 
in order to clearly distinguish them from the audi- 
tor’s responsibility under GAAS to report on the 
financial statements. When relevant, this section may 
contain subheading(s) that describe(s) the content 
of the other reporting responsibility paragraph(s). 


Signature of the Auditor (Ref: par. 40) 

A35. Incertain situations, the auditor's report may 
be required by law or regulation to include the per- 
sonal name and signature of the auditor, in addi- 
tion to the auditor’s firm. In addition to the auditor's 
signature, in certain circumstances, the auditor may 
be required to declare in the auditor’s report the 
auditor’s professional accountancy designation or 
the fact that the auditor or firm, as appropriate, has 
been recognized by the appropriate licensing 
authority. 


11. See the AICPA Audit and Accounting Guide State and Local Goy- 
ernments for illustrative auditor reports. 
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Considerations Specific to Governmental Entities 
A36. This SAS would not preclude a governmen- 
tal auditor from including the personal name and 
signature of the auditor in the auditor's report when, 
in certain situations, the governmental auditor is 
required by law or regulation or chooses to do so. 


Auditor's Address (Ref: par. 41) 
A37. In the United States, the location of the issu- 
ing office is the city and state. In another country, 
it may be the city and country. 


Date of the Auditor’s Report (Ref: par. 42) 
A38. The date of the auditor’s report informs the 
user of the auditor's report that the auditor has con- 
sidered the effect of events and transactions of which 
the auditor became aware and that occurred up to 
that date. The auditor's responsibility for events and 
transactions after the date of the auditor's report is 
addressed in the clarified SAS Subsequent Events and 
Subsequently Discovered Facts. 
A39. The clarified SAS Quality Control for an 
Engagement Conducted in Accordance With Generally 
Accepted Auditing Standards requires that on or 
before the date of the auditor’s report, the engage- 
ment partner, through a review of the audit docu- 
mentation and discussion with the engagement 
team, be satisfied that sufficient appropriate audit 
- evidence has been obtained to support the conclu- 
sions reached and for the auditor's report to be 
issued.” The clarified SAS Quality Control for an 
Engagement Conducted in Accordance With Generally 
Accepted Auditing Standards also requires that the 
auditor’s report not be released prior to the com- 
pletion of the engagement quality control review.” 
A40. Because the auditor’s opinion is provided on 
the financial statements, and the financial state- 
ments are the responsibility of management, the 
auditor is not in a position to conclude that suffi- 
cient appropriate audit evidence has been obtained 
until evidence is obtained that all the statements that 
the financial statements comprise, including the 
related notes, have been prepared, and management 
has accepted responsibility for them. 


Considerations Specific to Governmental Entities 
A41. In some circumstances, final approval of the 
financial statements by governmental legislative 
bodies (or subsets of such legislative bodies) is 
required before the financial statements are issued. 
In these circumstances, final approval by such leg- 
islative bodies (or subsets of such legislative bod- 
ies) is not necessary for the auditor to conclude that 
sufficient appropriate audit evidence has been 
obtained. The date of approval of the financial state- 
ments, for purposes of GAAS, is the earlier date on 
which those with the recognized authority deter- 
mine that all the statements that the financial state- 
ments comprise, including the related notes, have 


12. See paragraphs 18 and A17 of the clarified SAS Quality Control 
for an Engagement Conducted in Accordance With Generally Accepted 
Auditing Standards for further discussion. 

13. Paragraph.21 of the clarified SAS Quality Control for an Engage- 
ment Conducted in Accordance With Generally Accepted Auditing Stan- 
dards. 
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been prepared and that those with the recognized 
authority have asserted that they have taken respon- 
sibility for them. 


Auditor's Report for Audits Conducted in 
Accordance With Both GAAS and Another Set of 
Auditing Standards (Ref: par. 43) 

A42. If the audit is performed in accordance with 
both GAAS and ISAs, the auditor may find it help- 
ful to refer to appendix B, “Analysis of International 
Standards on Auditing,” of the AICPA’s Codification 
of Statements on Auditing Standards. This appendix 
identifies sections and paragraphs, if applicable, 
within the ISAs that may require procedures and 
documentation, in addition to those required by 
GAAS, to assist the auditor in planning and per- 
forming an engagement in accordance with ISAs. 


Comparative Financial Statements and 
Comparative Information 


Comparative Financial Statements (Ref: par. 
45-46) 

A43. The level of information included for the 
prior periods in comparative financial statements is 
comparable with that of the financial statements of 
the current period. 

A44. Because the auditor's report on comparative 
financial statements applies to the financial statements 
for each of the periods presented, the auditor may 
express a qualified opinion or an adverse opinion, dis- 
claim an opinion, or include an emphasis-of-matter 
paragraph with respect to one or more financial state- 
ments for one or more periods while expressing a dif- 
ferent auditor's opinion on one or more financial 
statements of another period presented. 


Updating the Report 

A45. An updated report on prior period financial 
statements is distinguished from a reissuance of a 
previous report.'* When issuing an updated report, 
the continuing auditor considers information that 
the auditor has become aware of during the audit 
of the current period financial statements. In addi- 
tion, an updated report is issued in conjunction with 
the auditor’s report on the current period financial 
statements. 


Other Considerations Relating to Comparative 
Financial Statements 

A46. If one firm of independent auditors merges 
with another firm, and the new firm becomes the 
auditor of a former client of one of the two former 
firms, the new firm may accept responsibility and 
express an opinion on the financial statements for 
the prior period(s), as well as for those of the cur- 
rent period. In such circumstances, paragraphs 
45-58 apply. The new firm may indicate in the audi- 
tor’s report or as part of the signature that a merger 
took place and may name the firm of independent 
auditors that was merged with it. If the new firm 
decides not to express an opinion on the prior peri- 


14. See the clarified SAS Subsequent Events and Subsequently Discov- 
ered Facts. 





od financial statements, the guidance for the reis- 
suance of reports in the clarified SAS Subsequent 
Events and Subsequently Discovered Facts would apply. 


Comparative Information (Ref: par. 47-48) 

A47. Comparative information that is not in the 
form of a complete set of financial statements is not 
considered comparative financial statements. 
Accordingly, the auditor need not opine on com- 
parative information. For example, entities such as 
state and local governmental units frequently pres- 
ent total-all-funds information for the prior periods 
rather than information by individual funds because 
of space limitations or to avoid cumbersome or con- 
fusing formats. Also, not-for-profit organizations fre- 
quently present certain summarized financial 
information for the prior period(s) in total rather 
than by net asset class. 

A48. Paragraph 47 requires the auditor to clearly 
indicate the character of the auditor’s work, if any, 
and the degree of responsibility the auditor is tak- 
ing in the auditor’s report when comparative infor- 
mation is presented but not covered by the auditor's 
opinion. For example, the auditor may state that 
prior year summarized financial information pre- 
sented has been derived from a complete set of 
financial statements and indicate the date of the 
auditor's report on the complete prior year finan- 
cial statements and the type of opinion expressed.” 
A49. If an entity requests the auditor to express an 
opinion on all periods presented, and comparative 
information is presented for one or more prior peri- 
ods, in most cases, this will necessitate including 
additional columns or separate detail by fund or net 
asset class, or the auditor may need to modify the 
auditor's opinion, as required by the clarified SAS 
Modifications to the Opinion in the Independent Auditor’s 
Report. 


Written Representations (Ref: par. 53) 

A50. In the case of comparative financial state- 
ments, the written representations are requested for 
all periods referred to in the auditor’s opinion 
because management needs to reaffirm that the writ- 
ten representations it previously made with 
respect to the prior period remain appropriate. 


Opinion on Prior Period Financial Statements 
Different From Previous Opinion (Ref: par. 54) 
A51. When reporting on the prior period financial 
statements in connection with the current period’s 
audit, the opinion expressed on the prior period 
financial statements may be different from the opin- 
ion previously expressed if the auditor becomes 
aware of circumstances or events that materially 
affect the financial statements of a prior period dur- 
ing the course of the audit of the current period. In 
some circumstances, the auditor may have addition- 
al reporting responsibilities designed to prevent 
future reliance on the auditor’s previously issued 
report on the prior period financial statements.'® 


15. See the AICPA Audit and Accounting Guide Not-for-Profit Enti- 
ties for further guidance on reporting on summarized comparative 
financial information. 

16. See footnote 14. 
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Prior Period Financial Statements Audited by a 
Predecessor Auditor (Ref: par. 56) 
A52. The predecessor auditor may be unable or 
unwilling to reissue the auditor’s report on the prior 
period financial statements that have been restated. 
In this situation, provided that the auditor has audit- 
ed the adjustments to the prior period financial state- 
ments, the auditor may include an other-matter 
paragraph” in the auditor's report indicating that the 
predecessor auditor reported on the financial state- 
ments of the prior period before restatement. In addi- 
tion, if the auditor is engaged to audit and obtains 
sufficient appropriate audit evidence to be satisfied 
about the appropriateness of the restatement, the 
auditor's report may also include the following para- 
graph within the other-matter paragraph section: 
As part of our audit of the 20X2 financial state- 
ments, we also audited the adjustments described 
in Note X that were applied to restate the 20X1 
fmancial statements. In our opinion, such adjust- 
ments are appropriate and have been properly 
applied. We were not engaged to audit, review, 
or apply any procedures to the 20X1 financial 
statements of the company other than with respect 
to the adjustments and, accordingly, we do not 
express an opinion or any other form of assurance 
on the 20X1 financial statements as a whole. 


Prior Period Financial Statements Not Audited 
(Ref: par. 57-58) 
A53. Ifthe prior period financial statements were 
reviewed, the following is an example of an other- 
matter paragraph: 
Other Matter 
The 20X1 financial statements were reviewed 
by us (other accountants) and our (their) report 
thereon, dated March 1, 20X2, stated we (they) 
were not aware of any material modifications 
that should be made to those statements for 
them to be in conformity with accounting prin- 
ciples generally accepted in the United States of 
America. However, a review is substantially less 
in scope than an audit and does not provide a 
basis for the expression of an opinion on the 
financial statements as a whole. 
A54. If the prior period financial statements were 
compiled, the following is an example of an other- 
matter paragraph: 
Other Matter 
The 20X1 financial statements were compiled 
by us (other accountants) and our (their) report 
thereon, dated March 1, 20X2, stated we (they) 
did not audit or review those financial state- 
ments and, accordingly, express no opinion or 
other form of assurance on them. 
A55. Ifthe prior period financial statements were 
not audited, reviewed, or compiled, the following 
is an example of an other-matter paragraph: 
Other Matter 
The accompanying balance sheet of X Company 
as of December 31, 20X1, and the related state- 
ments of income and cash flows for the year then 





17. See the clarified SAS Emphasis-of-Matter Paragraphs and Other- 
Matter Paragraphs in the Independent Auditor's Report. 
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ended were not audited, reviewed, or compiled 
by us and, accordingly, we do not express an 
opinion or any other form of assurance on them. 


Information Presented in the Financial 
Statements (Ref: par. 59) 

A56. In some circumstances, the entity may be 
required by law, regulation, or standards, or may 
voluntarily choose, to include in the basic financial 
statements information that is not required by the 
applicable financial reporting framework. The audi- 
tor’s opinion covers information that cannot be 
clearly differentiated from the financial statements 
because of its nature and how it is presented. 
A57. If the information included in the basic finan- 
cial statements is not required by the applicable 
financial reporting framework and is not necessary 
for fair presentation but is clearly differentiated, then 
such information may be identified as unaudited or 
as not covered by the auditor's report. 


A58. 

EXHIBIT A: ILLUSTRATIONS OF 
AUDITORS’ REPORTS ON FINANCIAL 
STATEMENTS (Ref: par. A17) 


Illustration 1: An Auditor's Report on Consolidated 
Comparative Financial Statements Prepared in 
Accordance With Accounting Principles Generally 
Accepted in the United States of America 


Illustration 2: An Auditor’s Report on a Single Year 
Prepared in Accordance With Accounting Principles 
Generally Accepted in the United States of America 


Illustration 3: An Auditor's Report on Consolidated 
Comparative Financial Statements Prepared in 
Accordance With Accounting Principles Generally 
Accepted in the United States of America When the 
Audit Has Been Conducted in Accordance With 
Both Auditing Standards Generally Accepted in the 
United States of America and International 
Standards on Auditing 


Illustration 1: An Auditor’s Report on 

Consolidated Comparative Financial 

Statements Prepared in Accordance With 

Accounting Principles Generally Accepted in 

the United States of America 

Circumstances include the following: 

¢ Audit of a complete set of general purpose con- 
solidated financial statements (comparative). 

¢ The financial statements are prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements' 
We have audited the accompanying consolidated 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 





financial statements of ABC Company and its sub- 
sidiaries, which comprise the consolidated balance 
sheets as of December 31, 20X1 and 20X0, and the 
related consolidated statements of income, changes 
in stockholders’ equity and cash flows for the years 
then ended, and the related notes to the financial 
statements. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these consolidated financial 
statements in accordance with accounting princi- 
ples generally accepted in the United States of 
America; this includes the design, implementation, 
and maintenance of internal control relevant to the 
preparation and fair presentation of consolidated 
financial statements that are free from material mis- 
statement, whether due to fraud or error. 


Auditor's Responsibility 
Our responsibility is to express an opinion on these 
consolidated financial statements based on our 
audits. We conducted our audits in accordance with 
auditing standards generally accepted in the United 
States of America. Those standards require that we 
plan and perform the audit to obtain reasonable 
assurance about whether the consolidated financial 
statements are free from material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the consolidated financial statements. 
The procedures selected depend on the auditor's 
judgment, including the assessment of the risks of 
material misstatement of the consolidated financial 
statements, whether due to fraud or error. In mak- 
ing those risk assessments, the auditor considers 
internal control relevant to the entity’s preparation 
and fair presentation of the consolidated financial 
statements in order to design audit procedures that 
are appropriate in the circumstances, but not for the 
purpose of expressing an opinion on the effective- 
ness of the entity’s internal control.’ Accordingly, we 
express no such opinion. An audit also includes 
evaluating the appropriateness of accounting poli- 
cies used and the reasonableness of significant 
accounting estimates made by management, as well 
as evaluating the overall presentation of the consol- 
idated financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 


Opinion 

In our opinion, the consolidated financial statements 
referred to above present fairly, in all material 
respects, the financial position of ABC Company and 


2. In circumstances when the auditor also has responsibility to express 
an opinion on the effectiveness of internal control in conjunction with 
the audit of the consolidated financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the auditor 
considers internal control relevant to the entity's preparation and fair 
presentation of the consolidated financial statements in order to design 
audit procedures that are appropriate in the circumstances.” In addi- 
tion, the next sentence, “Accordingly, we express no such opinion,” 
would not be included. 
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its subsidiaries as of December 31, 20X1 and 20X0, 
and the results of their operations and their cash 
flows for the years then ended in accordance with 
accounting principles generally accepted in the 
United States of America. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor's city and state] 
[Date of the auditor’s report] 


Illustration 2: An Auditor’s Report on a Single 

Year Prepared in Accordance With Accounting 

Principles Generally Accepted in the United 

States of America 

Circumstances include the following: 

e Audit of a complete set of general purpose finan- 
cial statements (single year). 

e The financial statements are prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheet as of December 31, 20X1, and the related 
statements of income, changes in stockholders’ 
equity and cash flows for the year then ended, and 
the related notes to the financial statements. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles. generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor's Responsibility 
Our responsibility is to express an opinion on these 
financial statements based on our audit. We con- 
ducted our audit in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. 

An audit involves performing procedures to 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 
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obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditor's judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error. In making those risk assess- 
ments, the auditor considers internal control rele- 
vant to the entity’s preparation and fair presentation 
of the financial statements in order to design audit 
procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal 
control.” Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 
ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 


Opinion 

In our opinion, the financial statements referred to 
above present fairly, in all material respects, the 
financial position of ABC Company as of December 
31, 20X1, and the results of its operations and its 
cash flows for the year then ended in accordance 
with accounting principles generally accepted in the 
United States of America. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor’s city and state] 
[Date of the auditor’s report] 


Illustration 3: An Auditor’s Report on 

Consolidated Comparative Financial 

Statements Prepared in Accordance With 

Accounting Principles Generally Accepted in 

the United States of America When the Audit 

Has Been Conducted in Accordance With Both 

Auditing Standards Generally Accepted in the 

United States of America and International 

Standards on Auditing 

Circumstances include the following: 

e Audit of a complete set of general purpose finan- 
cial statements (comparative). 

¢ The financial statements are prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 


2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity’s preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 





° The financial statements are audited in accordance 
with auditing standards generally accepted in 
the United States of America and International 
Standards on Auditing. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheets as of December 31, 20X1 and 20X0, and 
the related statements of income, changes in stock- 
holders’ equity and cash flows for the years then 
ended, and the related notes to the financial state- 
ments. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor's Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audits. We con- 
ducted our audits in accordance with auditing stan- 
dards generally accepted in the United States of 
America and in accordance with International 
Standards on Auditing. Those standards require that 
we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are 
free from material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditors judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error. In making those risk assess- 
ments, the auditor considers internal control rele- 
vant to the entity’s preparation and fair presentation 
of the financial statements in order to design audit 
procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal 
control.’ Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 


Se 
1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 

2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity’s preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 
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ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 


Opinion 

In our opinion, the financial statements referred to 
above present fairly, in all material respects, the 
financial position of ABC Company as of December 
31, 20X1 and 20X0, and the results of its operations 
and its cash flows for the years then ended in accor- 
dance with accounting principles generally accept- 
ed in the United States of America. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor's city and state] 
[Date of the auditor’s report] 


Aor 

EXHIBIT B: COMPARISON OF 
STATEMENT ON AUDITING 
STANDARDS FORMING AN OPINION 
AND REPORTING ON FINANCIAL 
STATEMENTS WITH INTERNATIONAL 
STANDARD ON AUDITING 700, 
FORMING AN OPINION AND 
REPORTING ON FINANCIAL 
STATEMENTS 


This analysis was prepared by the Audit and 
Attest Standards staff to highlight substantive 
differences between the Statement on Auditing 
Standards (SAS) Forming an Opinion and 
Reporting on Financial Statements and 
International Standard on Auditing (ISA) 700, 


Forming an Opinion and Reporting on Financial 
Statements, and the rationale therefore. This 
analysis is not authoritative and is prepared for 
informational purposes only. It has not been 
acted on or reviewed by the Auditing 
Standards Board (ASB). 





The ASB has made various changes to the language 
throughout the SAS Forming an Opinion and Reporting 
on Financial Statements, in comparison with ISA 700. 
Such changes have been made to use terms appli- 
cable in the United States and to make the SAS eas- 
ier to read and apply. The ASB believes that such 
changes will not create differences between the appli- 
cation of ISA 700 and the application of the SAS. 


Comparative Financial Statements 
The SAS expanded the objectives in paragraph 10, 
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added definitions in paragraph 11] for comparative 
financial statements and comparative information, 
added requirements in paragraphs 45-57, and added 
application material in paragraphs A43-A55 to 
address comparative financial statements and com- 
parative information. ISA 700 does not include such 
requirements; rather, the international reporting 
standards address comparative information in a sep- 
arate standard: ISA 710, Comparative Information— 
Corresponding Figures and Comparative Financial 
Statements. ISA 710 addresses reporting in other 
jurisdictions that are not common to the United 
States, including corresponding figures that are not 
covered by the auditor's report. For simplicity, the 
ASB decided to include certain requirements and 
application material for comparative financial state- 
ments and comparative information in this SAS 
rather than having a separate SAS. The ASB believes 
that the requirements in the SAS related to compar- 
ative financial statements and comparative informa- 
tion are consistent with the intent of ISA 710 and 
that such changes do not create differences between 
ISA 710 and the SAS. See exhibit C, “Comparison 
of Statement on Auditing Standards Forming an 
Opinion and Reporting on Financial Statements With 
International Standard on Auditing 710, Comparative 
Information—Corresponding Figures and Comparative 
Financial Statements,” to this document for a com- 
parison of the requirements of the SAS Forming an 
Opinion and Reporting on Financial Statements and the 
requirements of ISA 710. 


Compliance Framework 

Paragraphs 7(b), 19, and 36 of ISA 700 discuss 
financial statements prepared in accordance with a 
compliance framework. The SAS removed all ref- 
erences to compliance frameworks because the SAS 
is written in the context of a complete set of gen- 
eral purpose financial statements prepared in accor- 
dance with a fair presentation framework. The ASB 
has concluded that all financial reporting frame- 
works used in the United States are fair presenta- 
tion frameworks; therefore, compliance frameworks 
do not exist in the United States. 


Definitions 

Paragraph 7(b) of ISA 700 defines fair presentation 
framework. The SAS does not include this definition 
because fair presentation framework is already defined 
in the clarified SAS Overall Objectives of the Independent 
Auditor and the Conduct of an Audit in Accordance With 
Generally Accepted Auditing Standards. As noted previ- 
ously, this SAS removed all references to compliance 
frameworks; therefore, there is no need to reempha- 
size the differences between a fair presentation frame- 
work and a compliance framework in this SAS. 


Title 

Paragraph 21 of ISA 700 requires the auditor's report 
to include a title that clearly indicates that it is the 
report of an independent auditor. Consistent with 
paragraph .08(a) of AU section 508, Reports on Audited 
Financial Statements (AICPA, Professional Standards, 
vol. 1), paragraph 24 of the SAS includes a specific 
requirement to include the word independent in the 


title of the auditor's report. The ASB believes this is 
not a divergence from ISA 700. 


Introductory Paragraph 

Paragraph 23(d) of ISA 700 requires the introduc- 
tory paragraph in the auditor's report to refer to the 
summary of significant accounting policies and 
other explanatory information. The SAS does not 
include this requirement because the ASB believes 
the notes to the financial statements are an integral 
part of the financial statements, and specific notes 
need not be identified in the introductory para- 
graph. Because the notes to the financial statements 
are an integral part of the financial statements, the 
ASB has included a reference to the related notes 
to the financial statements in the illustrative audi- 
tors’ reports in exhibit A, “Illustration of Auditors’ 
Reports on Financial Statements.” The ASB 
believes this is not a divergence from ISA 700. 


Management's Responsibilities 

When the auditor’s report discusses management’s 
responsibilities, paragraph 24 of ISA 700 requires 
the report to use a term that is appropriate in the 
context of the legal framework in that particular 
jurisdiction. The SAS does not include this require- 
ment because the ASB believes this paragraph relates 
to jurisdictions where the structure of the boards 
and corporate law are different than in the United 
States. In the United States, the ASB believes refer- 
ence to management is sufficient. The ASB believes 
this is not a divergence from ISA 700. 

Paragraph 26 of ISA 700 requires the report to 
describe management's responsibilities for the prepa- 
ration of the financial statements. The description 
should include an explanation that management is 
responsible for the preparation of the financial state- 
ments in accordance with the applicable financial 
reporting framework and for such internal control as 
it determines is necessary to enable the preparation 
of financial statements that are free from material mis- 
statement, whether due to fraud or error. The SAS 
requires the auditor's report to state that this respon- 
sibility includes the design, implementation, and 
maintenance of internal control relevant to the prepa- 
ration and fair presentation of the financial state- 
ments. The ASB believes the SAS better conveys 
management's responsibility in the United States. The 
ASB believes this is not a divergence from ISA 700. 

Paragraph 29 of the SAS adds a requirement that 
the description of management's responsibilities for 
the financial statements in the auditor’s report should 
not be referenced to a separate statement by man- 
agement about such responsibilities if such a state- 
ment is included in a document containing the 
auditor's report. ISA 700 does not contain this 
requirement. This addition was necessary to preserve 
the guidance in Interpretation No. 12, “Reference in 
Auditor's Standard Report to Management's Report,” 
of AU section 508 (AICPA, Professional Standards, vol. 
1, AU sec. 9508 par. .51-.52). 


Use of True and Fair View 
Paragraphs 27, 32, and 35(b) of ISA 700 indicate that 
the description in the auditor's report can refer either 
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to the preparation and fair presentation of the finan- 
cial statements or the preparation of financial state- 
ments that give a true and fair view. The SAS eliminated 
all references to true and fair view because the SAS is 
written in the context of a complete set of general pur- 
pose financial statements prepared in accordance with 
a fair presentation framework. In the United States, we 
will continue to use the phrase present fairly, in all mate- 
rial respects in the auditor's opinion. The ASB believes 
this is not a divergence from ISA 700. 


Auditor's Responsibility 

Paragraph 30 of ISA 700 requires the auditor's report 
to include in the “Auditor’s Responsibilities” section 
a statement that the auditing standards require that 
the auditor comply with ethical requirements. 
Paragraph 32 of the SAS does not contain this require- 
ment because in the United States, auditors must com- 
ply with the ethical standards contained in the AICPA 
Code of Professional Conduct. Accordingly, the ASB 
believes that the title indicating that it is the report of 
an independent auditor affirms that the auditor has 
met the ethical requirements and, therefore, need not 
make an additional reference in the auditor’s report. 
Further, the ASB was mindful to minimize the dif- 
ferences from the Public Company Accounting 
Oversight Board form of the auditor’s report and this 
SAS. The ASB believes a reference to ethical require- 
ments in one report and not the other would cause 
~ confusion in the United States and that such differ- 
entiation between the two reports is not necessary. 


Signature of the Auditor 

Paragraph 40 of ISA 700 requires the auditor's report 
to be signed. Paragraph 40 of the SAS requires the 
manual or printed signature of the auditor's firm. 
This addition was necessary to preserve the require- 
ment in paragraph .08(i) of AU section 508. The ASB 
believes this is not a divergence from ISA 700. 


Auditor's Address 

Paragraph 42 of ISA 700 requires the auditor's 
report to name the location in the jurisdiction where 
the auditor practices. Paragraph 41 of the SAS 
reordered the location of this requirement to pre- 
cede the date of the auditor's report in paragraph 
42. Also, paragraph 41 of the SAS requires the name 
of the city and state where the auditor practices. The 
ASB believes this is not a divergence from ISA 700. 


Date of the Auditor’s Report 

Paragraph 42 of the SAS includes a requirement that 
sufficient appropriate audit evidence includes evi- 
dence that the audit documentation has been 
reviewed. ISA 700 does not contain this requirement. 
The addition of the requirement to the SAS is consis- 
tent with the requirement in paragraph .01 of extant 
AU section 530, Dating of the Independent Auditor’s 
Report (AICPA, Professional Standards, vol. 1). 


Auditor's Report Prescribed by Law or 
Regulation 

Paragraph 43 of ISA 700 discusses the auditor's 
report prescribed by law or regulation. The SAS 
does not contain this section because it does not per- 
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tain to general purpose financial statements but, 
rather, is covered in the SAS Special Considerations— 
Audits of Financial Statements Prepared in Accordance 
With Special Purpose Frameworks. 


Auditor’s Report for Audits Conducted in 
Accordance With Both Auditing Standards of 
a Specific Jurisdiction and ISAs 

Paragraphs 44—45 of ISA 700 contain requirements 
when an auditor is required to conduct an audit in 
accordance with the auditing standards of a specif- 
ic jurisdiction but may additionally have complied 
with the ISAs in the conduct of the audit. Paragraphs 
43-44 of the SAS have been revised to reflect report- 
ing conventions in the United States. The ASB 
believes this is not a divergence from ISA 700. 


Information Presented in the Financial 
Statements 

Paragraphs 46-47 of ISA 700 contain requirements 
when supplementary information is presented with the 
financial statements. In the United States, SAS No. 118, 
Other Information in Documents Containing Audited 
Financial Statements (AICPA, Professional Standards, vol. 
1, AU sec. 550); No. 119, Supplementary Information 
in Relation to the Financial Statements as a Whole (AICPA, 
Professional Standards, vol. 1, AU sec. 551); and No. 
120, Required Supplementary Information (AICPA, 
Professional Standards, vol. 1, AU sec. 558), cover some 
of these requirements. At the present time, no ISAs 
exist that correspond to the SASs. Accordingly, para- 
graph 59 of the SAS has been included to better reflect 
conventions in the United States and to not duplicate 
guidance contained elsewhere. 


A60. 

EXHIBIT C: COMPARISON OF 
STATEMENT ON AUDITING 
STANDARDS FORMING AN OPINION 
AND REPORTING ON FINANCIAL 
STATEMENTS WITH INTERNATIONAL 
STANDARD ON AUDITING 710, 
COMPARATIVE INFORMATION- 
CORRESPONDING FIGURES AND 
COMPARATIVE FINANCIAL 
STATEMENTS 


This analysis was prepared by the Audit and 
Attest Standards staff to highlight substantive 
differences between the Statement on Auditing 
Standards (SAS) Forming an Opinion and 
Reporting on Financial Statements and 
International Standard on Auditing (ISA) 710, 


Comparative Information—Corresponding Figures 
and Comparative Financial Statements, and the 
rationale therefore. This analysis is not author- 
itative and is prepared for informational pur- 
poses only, It has not been acted on or reviewed 
by the Auditing Standards Board (ASB). 





The ASB has made various changes to the language 
throughout the SAS Forming an Opinion and 
Reporting on Financial Statements, in comparison 





with ISA 710. Such changes have been made to use 
terms applicable in the United States and to make 
the SAS easier to read and apply. The ASB believes 
that such changes will not create differences 
between the application of ISA 710 and the appli- 
cation of the SAS. 


Corresponding Figures 

ISA 710 addresses reporting in other jurisdictions 
that are not common in the United States, includ- 
ing corresponding figures that are not covered by 
the auditor’s report. The SAS has eliminated all ref- 
erences to corresponding figures because these are 
not common in the United States. Accordingly, the 
scope, objectives, and definitions of the SAS do not 
reference corresponding figures. Also, paragraphs 
10-14 of ISA 710 relating to corresponding figures 
have not been included in the SAS. Accordingly, the 
definition for corresponding figures in paragraph 6(b) 
of ISA 710 has not been included in the SAS. 


Definitions 

The definitions of comparative information and com- 
parative financial statements in paragraphs 6(a) and 
6(c) of ISA 710 have been revised to reflect U.S. con- 
ventions. 


Comparative Information 
Paragraph 46 of the SAS was added to preserve the 
requirements from paragraph .65 of extant AU sec- 
tion 508, Reports on Audited Financial Statements 
(AICPA, Professional Standards, vol. 1), that state 
when expressing an opinion on all periods present- 
ed, the auditor should update the report on the indi- 
vidual financial statements of one or more prior 
periods presented on a comparative basis with those 
of the current period. The auditor's report on com- 
parative financial statements should not be dated ear- 
lier than the date on which the auditor has obtained 
sufficient appropriate audit evidence on which to 
support the opinion for the most recent audit. 
Paragraph 48 of the SAS adds a requirement that 
if comparative information is presented, and the 
entity requests the auditor to express an opinion on 
all periods presented, the auditor should consider 
whether the information included for the prior peri- 
od contains sufficient detail to constitute a fair pres- 
entation in accordance with the applicable financial 
reporting framework. The addition of this require- 
ment was necessary to preserve the requirements 
in footnote 24 to paragraph .65 of extant AU sec- 
tion 508. 


Audit Procedures 

Paragraph 49 of the SAS adds a requirement that 
the audit procedures in paragraphs 49-51 of the 
SAS should apply regardless of whether compara- 
tive financial statements or comparative information 
is presented for the prior period. 


Prior Period Financial Statements 

In response to comment letters, paragraph 54 was 
added to the SAS to preserve the requirements in 
paragraph .69 of extant AU section 508 on what to 
disclose in an emphasis-of-matter paragraph when 
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reporting on prior period financial statements in 
connection with the current period’s audit, and the 
auditor's opinion on such prior period financial 
statements differs from the opinion the auditor pre- 
viously expressed. 

Paragraph 55 of the SAS adds “and the predeces- 
sor auditor's report on the prior period’s financial 
statements is not reissued” to the requirement. This 
was added to clarify that if the report was reissued, 
the SAS Subsequent Events and Subsequently Discovered 
Facts would apply. In addition, a requirement was 
added to include in the other-matter paragraph the 
nature of any emphasis-of-matter paragraph or other- 
matter paragraph included in the predecessor audi- 
tor’s report, if any. This was added to preserve the 
requirement from paragraph .74 of extant AU sec- 
tion 508. 


Prior Period Financial Statements Not Audited 
In response to comment letters to better clarify what 
is covered in the SAS related to comparative finan- 
cial statements and comparative information, para- 
graphs 57-58 were added to the SAS to preserve 
the requirements from paragraphs .14—.17 of extant 
AU section 504, Association With Financial Statements 
(AICPA, Professional Standards, vol. 1), to include 
requirements on how to report when prior period 
financial statements were not audited, reviewed, or 
compiled. 


Statement on Auditing Standards- 
Modifications to the Opinion in the 
Independent Auditor’s Report 
Statement on Auditing Standards (SAS) Modifica- 
tions to the Opinion in the Independent Auditor's Report 
supersedes SAS No. 32, Adequacy of Disclosure of 
Financial Statements (AICPA, Professional Standards, 
vol. 1, AU sec. 431), and with the clarified SAS 
Forming an Opinion and Reporting on Financial 
Statements and the clarified SAS Emphasis-of-Matter 
Paragraphs and Other-Matter Paragraphs in the 
Independent Auditor’s Report, paragraphs .01—.11, 
14-15, .19-32, .35-.52, .58-.70, and .74-.76 of 
SAS No. 58, Reports on Audited Financial Statements 
(AICPA, Professional Standards, vol. 1, AU sec. 508, 
par. 01-11, .14-.15, .19-.32, .35-.52, .58-.70, 
and .74-.76). 
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INTRODUCTION 

Scope of This Statement on Auditing 
Standards 

1. This Statement on Auditing Standards (SAS) 
addresses the auditor's responsibility to issue an 
appropriate report in circumstances when, in form- 
ing an opinion in accordance with the clarified SAS 
Forming an Opinion and Reporting on Financial 
Statements, the auditor concludes that a modifica- 
tion to the auditor's opinion on the financial state- 
ments is necessary. 


Types of Modified Opinions 

2. This SAS establishes three types of modified 

opinions: namely, a qualified opinion, an adverse 

opinion, and a disclaimer of opinion. The decision 
regarding which type of modified opinion is appro- 
priate depends upon the following: (Ref: par. Al) 

a. The nature of the matter giving rise to the mod- 
ification (that is, whether the financial state- 
ments are materially misstated or, in the case of 
an inability to obtain sufficient appropriate audit 
evidence, may be materially misstated) 

b. The auditor’s judgment about the pervasiveness 
of the effects or possible effects of the matter on 
the financial statements 

3. The clarified SAS Emphasis-of-Matter Paragraphs 

and Other-Matter Paragraphs in the Independent 

Auditor’s Report addresses situations when the audi- 

tor considers it necessary, or is required, to include 

additional communications in the auditor's report 
that are not modifications to the auditor’s opinion. 


Effective Date 

4. This SAS is effective for audits of financial state- 
ments for periods ending on or after December 15, 
2012. 


OBJECTIVE 

5. The objective of the auditor is to express clear- 

ly an appropriately modified opinion on the finan- 

cial statements that is necessary when 

a. the auditor concludes, based on the audit evi- 
dence obtained, that the financial statements as 
a whole are materially misstated or 

b. the auditor is unable to obtain sufficient appro- 


priate audit evidence to conclude that the finan- 
cial statements as a whole are free from mate- 
rial misstatement. 


DEFINITIONS 
6. For purposes of generally accepted auditing stan- 
dards, the following terms have the meanings attrib- 
uted as follows: 
Modified opinion. A qualified opinion, an adverse 
opinion, or a disclaimer of opinion. 
Pervasive. A term used in the context of misstate- 
ments to describe the effects on the financial 
statements of misstatements or the possible 
effects on the financial statements of misstate- 
ments, if any, that are undetected due to an 
inability to obtain sufficient appropriate audit 
evidence. Pervasive effects on the financial state- 
ments are those that, in the auditor's judgment 
* are not confined to specific elements, 
accounts, or items of the financial statements; 
e ifso confined, represent or could represent 
a substantial proportion of the financial 
statements; or 
e in relation to disclosures, are fundamental 
to users’ understanding of the financial 
statements. 


REQUIREMENTS 

Circumstances When a Modification to the 

Auditor's Opinion Is Required 

7. The auditor should modify the opinion in the 

auditor’s report when 

a. the auditor concludes that, based on the audit 
evidence obtained, the financial statements as 
a whole are materially misstated or (Ref: par. 
A2-A7) 

b. the auditor is unable to obtain sufficient appro- 
priate audit evidence to conclude that the finan- 
cial statements as a whole are free from material 
misstatement. (Ref: par. A8S—A12) 


Determining the Type of Modification to the 
Auditor’s Opinion 


Qualified Opinion 

8. The auditor should express a qualified opinion 

when 

a. the auditor, having obtained sufficient appro- 
priate audit evidence, concludes that misstate- 
ments, individually or in the aggregate, are 
material but not pervasive to the financial state- 
ments or 

b. the auditor is unable to obtain sufficient appro- 
priate audit evidence on which to base the opin- 
ion, but the auditor concludes that the possible 
effects on the financial statements of undetect- 
ed misstatements, if any, could be material but 
not pervasive. 


Adverse Opinion 

9. The auditor should express an adverse opinion 
when the auditor, having obtained sufficient appro- 
priate audit evidence, concludes that misstatements, 
individually or in the aggregate, are both material 
and pervasive to the financial statements. 
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Disclaimer of Opinion 

10. The auditor should disclaim an opinion when 
the auditor is unable to obtain sufficient appropri- 
ate audit evidence on which to base the opinion, 
and the auditor concludes that the possible effects 
on the financial statements of undetected misstate- 
ments, if any, could be both material and pervasive. 
(Ref: par. Al13—A14) 


Consequence of an Inability to Obtain Sufficient 
Appropriate Audit Evidence Due to a 
Management-Imposed Limitation After the 
Auditor Has Accepted the Engagement 

11. If, after accepting the engagement, the auditor 
becomes aware that management has imposed a 
limitation on the scope of the audit that the audi- 
tor considers likely to result in the need to express 
a qualified opinion or to disclaim an opinion on the 
financial statements, the auditor should request that 
management remove the limitation. 

12. Ifmanagement refuses to remove the limitation 
referred to in paragraph 11, the auditor should com- 
municate the matter to those charged with gover- 
nance, unless all of those charged with governance 
are involved in managing the entity,’ and determine 
whether it is possible to perform alternative proce- 
dures to obtain sufficient appropriate audit evi- 
dence. 

13. If the auditor is unable to obtain sufficient 
appropriate audit evidence due to a management- 
imposed limitation, and the auditor concludes that 
the possible effects on the financial statements of 
undetected misstatements, if any, could be both 
material and pervasive, the auditor should either 
disclaim an opinion on the financial statements or, 
when practicable, withdraw from the audit. 

14. If the auditor withdraws, as contemplated by 
paragraph 13, before withdrawing, the auditor 
should communicate to those charged with gover- 
nance any matters regarding misstatements identi- 
fied during the audit that would have given rise to 
a modification of the opinion. (Ref: par. A15—A16) 


Other Considerations Relating to an Adverse 
Opinion or Disclaimer of Opinion 

15. When the auditor considers it necessary to 
express an adverse opinion or disclaim an opinion 
on the financial statements as a whole, the auditor’s 
report should not also include an unmodified opin- 
ion with respect to the same financial reporting 
framework on a single financial statement or one 
or more specific elements, accounts, or items of a 
financial statement.* To include such an unmodi- 
fied opinion in the same report in these circum- 
stances would contradict the auditor’s adverse 
opinion or disclaimer of opinion on the financial 
statements as a whole. (Ref: par. Al7—A18) 





1. Paragraph .13 of AU section 380, The Auditors Communication 
With Those Charged With Governance (AICPA, Professional Standards, 
vol. 1). 

2. Paragraph 15 of the clarified Statement on Auditing Standards 
(SAS) Special Considerations—Audits of Single Financial Statements and 
Specific Elements, Accounts, or Items of a Financial Statement. 
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Form and Content of the Auditor’s Report 
When the Opinion Is Modified 


Basis for Modification Paragraph 

16. When the auditor modifies the opinion on the 

financial statements, the auditor should, in addition 

to the specific elements required by the clarified SAS 

Forming an Opinion and Reporting on Financial 

Statements, include a paragraph in the auditor's 

report that provides a description of the matter giv- 

ing rise to the modification. The auditor should place 
this paragraph immediately before the opinion para- 
graph in the auditor’s report and use a heading that 
includes “Basis for Qualified Opinion,” “Basis for 

Adverse Opinion,” or “Basis for Disclaimer of 

Opinion,” as appropriate. (Ref: par. A19) 

17. If there is a material misstatement of the finan- 

cial statements that relates to specific amounts in 

the financial statements (including quantitative dis- 
closures), the auditor should include in the basis for 
modification paragraph a description and quantifi- 
cation of the financial effects of the misstatement, 
unless impracticable. If it is not practicable to quan- 
tify the financial effects, the auditor should so state 
in the basis for modification paragraph. (Ref: par. 

A20-A22) 

18. If there is a material misstatement of the finan- 

cial statements that relates to narrative disclosures, 

the auditor should include in the basis for modifi- 
cation paragraph an explanation of how the disclo- 
sures are misstated. : 

19. If there is a material misstatement of the finan- 

cial statements that relates to the omission of infor- 

mation required to be presented or disclosed, the 
auditor should 

a. discuss the omission of such information with 
those charged with governance; 

b. describe in the basis for modification paragraph 
the nature of the omitted information; and 

c. include the omitted information, provided that 
it is practicable to do so and the auditor has 
obtained sufficient appropriate audit evidence 
about the omitted information. (Ref: par. 
A23—-A24) 

20. If the modification results from an inability to 

obtain sufficient appropriate audit evidence, the 

auditor should include in the basis for modification 
paragraph the reasons for that inability. (Ref: par. 

A25) 

21. Even if the auditor has expressed an adverse 

opinion or disclaimed an opinion on the financial 

statements, the auditor should 

a. describe in the basis for modification paragraph 
any other matters of which the auditor is aware 
that would have required a modification to the 
opinion and the effects thereof and (Ref: par. 
A26) 

b. consider the need to describe in an emphasis- 
of-matter or other-matter paragraph(s)? any 
other matters of which the auditor is aware that 
would have resulted in additional communica- 
tions in the auditor's report on the financial 





3. See the clarified SAS Emphasis-of-Matter Paragraphs and Other- 
Matter Paragraphs in the Independent Auditor's Report. 





statements that are not modifications of the 
auditor's opinion. 


Opinion Paragraph 
22. When the auditor modifies the audit opinion, 
the auditor should use a heading that includes 
“Qualified Opinion,” “Adverse Opinion,” or 
“Disclaimer of Opinion,” as appropriate, for the 
opinion paragraph. (Ref: par. A27) 
23. When the auditor expresses a qualified opin- 
ion due to a material misstatement in the financial 
statements, the auditor should state in the opinion 
paragraph that, in the auditor’s opinion, except for 
the effects of the matter(s) described in the basis for 
qualified opinion paragraph, the financial state- 
ments are presented fairly, in all material respects, 
in accordance with the applicable financial report- 
ing framework. When the modification arises from 
an inability to obtain sufficient appropriate audit evi- 
dence, the auditor should use the corresponding 
phrase “except for the possible effects of the 
matter(s) ...” for the modified opinion: (Ref: par. 
A28-A29) 
24. When the auditor expresses an adverse opin- 
ion, the auditor should state in the opinion para- 
graph that, in the auditor’s opinion, because of the 
significance of the matter(s) described in the basis 
for adverse opinion paragraph, the financial state- 
ments are not presented fairly in accordance with 
the applicable financial reporting framework. 
25. When the auditor disclaims an opinion due to 
an inability to obtain sufficient appropriate audit evi- 
dence, the auditor should state in the opinion para- 
graph that 
a. because of the significance of the matter(s) 
described in the basis for disclaimer of opinion 
paragraph, the auditor has not been able to 
obtain sufficient appropriate audit evidence to 
provide a basis for an audit opinion and 
b. accordingly, the auditor does not express an 
opinion on the financial statements. 


Description of the Auditor’s Responsibility When 
the Auditor Expresses a Qualified or an Adverse 
Opinion 

26. When the auditor expresses a qualified or an 
adverse opinion, the auditor should amend the 
description of the auditor’s responsibility to state 
that the auditor believes that the audit evidence the 
auditor has obtained is sufficient and appropriate 
to provide a basis for the auditor’s modified audit 
opinion. 


Description of the Auditor’s Responsibility When 
the Auditor Disclaims an Opinion 

27. When the auditor disclaims an opinion due 
to an inability to obtain sufficient appropriate 
audit evidence, the auditor should amend the 
introductory paragraph of the auditor's report to 
state that the auditor was engaged to audit the 
financial statements. The auditor should also 
amend the description of the auditor’s responsi- 
bility and the description of the scope of the audit 
to state only the following: “Our responsibility is 
to express an opinion on the financial statements 
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Nature of Matter Giving Rise to 
the Modification 








Financial statements are 
materially misstated 


Inability to obtain sufficient 
appropriate audit evidence 


based on conducting the audit in accordance with 
auditing standards generally accepted in the 


United States of America. Because of the 
matter(s) described in the basis for disclaimer of 
opinion paragraph, however, we were not able to 
obtain sufficient appropriate audit evidence to 
provide a basis for an audit opinion.” 


Communication With Those Charged with 
Governance 

28. When the auditor expects to modify the opin- 
ion in the auditor's report, the auditor should com- 
municate with those charged with governance the 
circumstances that led to the expected modification 
and the proposed wording of the modification. (Ref: 
par. A30) 


APPLICATION AND OTHER 
EXPLANATORY MATERIAL 

Types of Modified Opinions (Ref: par. 2) 

Al. The table above illustrates how the auditor’s 
judgment about the nature of the matter giving rise 
to the modification and the pervasiveness of its 
effects or possible effects on the financial statements 
affects the type of opinion to be expressed. 


Circumstances When a Modification to the 
Auditor’s Opinion Is Required 


Nature of Material Misstatements (Ref: par. 7(a)) 
A2. The clarified SAS Forming an Opinion and 
Reporting on Financial Statements requires the audi- 
tor, in order to form an opinion on the financial 
statements, to conclude whether reasonable assur- 
ance has been obtained about whether the finan- 
cial statements as a whole are free from material 
misstatement.* This conclusion takes into account 
the auditor’s evaluation of uncorrected misstate- 
ments, if any, on the financial statements, in accor- 
dance with the clarified SAS Evaluation of 
Misstatements Identified During the Audit. 

A3. The clarified SAS Evaluation of Misstatements 
Identified During the Audit defines a misstatement as 
a difference between the amount, classification, 
presentation, or disclosure of a reported financial 
statement item and the amount, classification, pres- 
entation, or disclosure that is required for the item 
to be in accordance with the applicable financial 
reporting framework. Accordingly, a material mis- 


4. Paragraph 15 of the clarified SAS Forming an Opinion and Report- 
ing on Financial Statements. 


Auditor's Judgment About the Pervasiveness of the Effects or 
Possible Effects on the Financial Statements 


Material but Not Pervasive 


Qualified opinion 


Qualified opinion 
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Material and Pervasive 


Adverse opinion 













Disclaimer of opinion 


statement of the financial statements may arise in 

relation to the following: 

a. The appropriateness of the selected accounting 
policies 

b. The application of the selected accounting poli- 
cies 

c. The appropriateness of the financial statement 
presentation or the appropriateness or adequa- 
cy of disclosures in the financial statements 


Appropriateness of the Selected Accounting Policies 
A4. In relation to the appropriateness of the 
accounting policies management has selected, mate- 
rial misstatements of the financial statements may 
arise when 
a. the selected accounting policies are not in accor- 
dance with the applicable financial reporting 
framework or 
b. the financial statements, including the related 
notes, do not represent the underlying transac- 
tions and events in a manner that achieves fair 
presentation. 
A5. Financial reporting frameworks often contain 
requirements for the accounting for, and disclosure 
of, changes in accounting policies. When the enti- 
ty has changed its selection of significant account- 
ing policies, a material misstatement of the financial 
statements may arise when the entity has not com- 
plied with these requirements. If a change in 
accounting policy does not meet the conditions 
described in the proposed SAS Consistency of 
Financial Statements, then a material misstatement 
of the financial statements may arise. 


Application of the Selected Accounting Policies 

A6. In relation to the application of the selected 

accounting policies, material misstatements of the 

financial statements may arise 

a. when management has not applied the select- 
ed accounting policies in accordance with the 
financial reporting framework, including when 
management has not applied the selected 
accounting policies consistently between peri- 
ods or to similar transactions and events (con- 
sistency in application), or 

b. due to the method of application of the select- 
ed accounting policies (such as an unintention- 
al error in application). 


Appropriateness of the Financial Statement 
Presentation or Appropriateness or Adequacy of 
Disclosures in the Financial Statements 

A7. In relation to the appropriateness of the finan- 
cial statement presentation or the appropriateness 


or adequacy of disclosures in the financial state- 

ments, material misstatements of the financial state- 

ments may arise when 

a. the financial statements do not include all of the 
disclosures required by the applicable financial 
reporting framework; 

b. the disclosures in the financial statements are 
not presented in accordance with the applica- 
ble financial reporting framework; 

c. the financial statements do not provide the dis- 
closures necessary to achieve fair presentation; 
or 

d. information required to be presented in accor- 
dance with the applicable financial reporting 
framework is omitted either because a required 
statement (for example, a statement of cash 
flows) has not been included or the information 
has not otherwise been disclosed in the finan- 
cial statements. 


Nature of an Inability to Obtain Sufficient 

Appropriate Audit Evidence (Ref: par. 7(b)) 

A8. The auditor’s inability to obtain sufficient 

appropriate audit evidence (also referred to as a lim- 

itation on the scope of the audit) may arise from the 

following: 

a. Circumstances beyond the control of the enti- 
ty 

b. Circumstances relating to the nature or timing 
of the auditor’s work 

c. Limitations imposed by management 
AQ. An inability to perform a specific procedure 
does not constitute a limitation on the scope of the 
audit if the auditor is able to obtain sufficient appro- 
priate audit evidence by performing alternative pro- 
cedures. If this is not possible, the requirement in 
paragraph 8(b) applies. Limitations imposed by 
management may have other implications for the 
audit, such as for the auditor’s assessment of risks 
of material misstatement due to fraud and consid- 
eration of engagement continuance. 

A10. Examples of circumstances beyond the con- 

trol of the entity include the following: 

e The entity's accounting records have been 
destroyed. : 

¢ The accounting records ofa significant compo- 
nent have been seized indefinitely by govern- 
mental authorities. 

All. Examples of circumstances relating to the 

nature or timing of the auditor's work include the 

following: 

* The entity is required to use the equity method 
of accounting for an associated entity, and the 
auditor is unable to obtain sufficient appropri- 
ate audit evidence about the latter’s financial 
information to evaluate whether the equity 
method has been appropriately applied. 

¢ The timing of the auditor's appointment is such 
that the auditor is unable to observe the count- 
ing of the physical inventories, and the auditor 
is unable to perform a rollback of the invento- 
ry or other appropriate procedures. 

e The auditor determines that performing sub- 
stantive procedures alone is not sufficient, but 
the entity’s controls are not effective. 
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¢ When accounting for long-term investments, 
the auditor is unable to obtain audited finan- 
cial statements of an investee. 

Al12. Examples of an inability to obtain sufficient 

appropriate audit evidence arising from a limitation 

on the scope of the audit imposed by management 

include the following: 

¢ Management prevents the auditor from observ- 
ing the counting of the physical inventory. 

¢ Management prevents the auditor from request- 
ing external confirmation of specific account 
balances. 


Determining the Type of Modification to the 
Auditor’s Opinion 


Effect of Uncertainties (Ref: par. 10) 

A13. Conclusive audit evidence concerning the 
ultimate outcome of uncertainties cannot be expect- 
ed to exist at the time of the audit because the out- 
come and related audit evidence are prospective. In 
these circumstances, management is responsible for 
estimating the effect of future events on the finan- 
cial statements or determining that a reasonable esti- 
mate cannot be made and making the required 
disclosures, all in accordance with the applicable 
financial reporting framework, based on manage- 
ment’s analysis of existing conditions. An audit 
includes an assessment of whether the audit evi- 
dence is sufficient to support management’s analy- 
sis. Absence of the existence of information related 
to the outcome of an uncertainty does not neces- 
sarily lead to a conclusion that the audit evidence 
supporting management's assertion is not sufficient. 
Rather, the auditor's judgment regarding the suffi- 
ciency of the audit evidence is based on the audit 
evidence that is, or should be, available. If, after con- 
sidering the existing conditions and available evi- 
dence, the auditor concludes that sufficient 
appropriate audit evidence supports management's 
assertions about the nature of a matter involving an 
uncertainty and its presentation or disclosure in the 
financial statements, an unmodified opinion ordi- 
narily is appropriate. 

A14. Incases involving multiple uncertainties, the 
auditor may conclude that it is not possible to form 
an opinion on the financial statements as a whole 
due to the interaction and possible cumulative 
effects of the uncertainties. 


Consequence of an Inability to Obtain Sufficient 
Appropriate Audit Evidence Due to a 
Management-Imposed Limitation After the 
Auditor Has Accepted the Engagement (Ref: par. 
14) 

A15. The practicality of withdrawing from the audit 
may depend on the stage of completion of the 
engagement at the time that management imposes 
the scope limitation. If the auditor has substantial- 
ly completed the audit, the auditor may decide to 
complete the audit to the extent possible, disclaim 
an opinion, and explain the scope limitation in the 
basis for disclaimer of opinion paragraph. 

A16. In certain circumstances, withdrawal from the 
audit may not be possible if the auditor is required 
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by law or regulation to continue the audit engage- 
ment. This may be the case for an auditor who is 
appointed to audit the financial statements of gov- 
ernmental entities. It may also be the case in cir- 
cumstances when the auditor is appointed to audit 
the financial statements covering a specific period, 
or appointed for a specific period, and is prohibit- 
ed from withdrawing before the completion of the 
audit of those financial statements or before the end 
of that period, respectively. In these circumstances, 
the auditor may also consider it necessary to include 
an other-matter paragraph in the auditor's report.’ 


Other Considerations Relating to a Disclaimer 
of Opinion (Ref: par. 15) 

A17. Inan initial audit, it is acceptable for the audi- 
tor to express an unmodified opinion regarding the 
financial position and disclaim an opinion regard- 
ing the results of operations and cash flows, when 
relevant.‘ In this case, the auditor has not disclaimed 
an opinion on the financial statements as a whole. 


Considerations Specific to Audits of Governmental 
Entities 

A18. Because the auditor of a state and local gov- 
ernment entity expresses an opinion or disclaims 
an opinion for each opinion unit,’ an auditor's 
report in these circumstances may include an 
unmodified opinion with respect to one or more 
opinion units and a modified opinion for one or 
more other opinion units. 


Form and Content of the Auditor’s Report 
When the Opinion Is Modified 


Basis for Modification Paragraph (Ref: par. 
16-17, 19(c), 20-21) 

A19. Consistency in the auditor’s report helps pro- 
mote users’ understanding and identify unusual cir- 
cumstances when they occur. Accordingly, although 
uniformity in the wording of a modified opinion 
and the description of the basis for the modifica- 
tion may not be possible, consistency in both the 
form and content of the auditor’s report is desirable. 
A20. An example of the financial effects of materi- 
al misstatements that the auditor may describe in 
the basis for modification paragraph in the auditor's 
report is the quantification of the effects on income 
before taxes, income taxes, net income, and equi- 
ty if inventory is overstated. If such disclosures are 
made in a note to the financial statements, the basis 
for modification paragraph may be shortened by 
referring to it. 

A21. Adequate disclosures relate to the form, 
arrangement, and content of the financial statements 
and their related notes, including, for example, the 
terminology used, the amount of detail given, the 
classification of items in the statements, and the 
bases of amounts set forth. An auditor considers the 
disclosure of a particular matter in light of the cir- 





5. Paragraph A5 of the clarified SAS Emphasis-of-Matter Paragraphs 
and Other-Matter Paragraphs in the Independent Auditor's Report. 

6. Paragraph A6 of the clarified SAS Opening Balances—Initial Audit 
Engagements, Including Reaudit Engagements. 

7. Paragraph A2 of the clarified SAS Forming an Opinion and Report- 
ing on Financial Statements. 





cumstances and facts of which the auditor is aware 
at the time. 
A22. Inconsidering the adequacy of disclosure, and 
in other aspects of the audit, the auditor uses infor- 
mation received in confidence from management. 
Without such confidence, the auditor would find 
it difficult to obtain information necessary to form 
an opinion on the financial statements. Rule 301, 
Confidential Client Information (AICPA, Professional 
Standards, vol. 2, ET section 301 par. .01), states that 
the auditor should not disclose any confidential 
client information without the specific consent of 
the client. Accordingly, the auditor may not make 
available, without management's consent, informa- 
tion that is not required to be disclosed in the finan- 
cial statements to comply with the applicable 
financial reporting framework. 
A23. Practicable, as used in the context of para- 
graphs 17 and 19(c), means that the information is 
reasonably obtainable from management's accounts 
and records and that providing the information in 
the report does not require the auditor to assume 
the position of a preparer of financial information. 
For example, the auditor would not be expected to 
prepare a basic financial statement or segment infor- 
mation and include it in the auditor's report when 
management omits such information. 
A24. Disclosing the omitted information in the 
basis for modification paragraph would not be prac- 
ticable if 
a. the information has not been prepared by man- 
agement or the information is otherwise not 
readily available to the auditor or 
b. in the auditor’s judgment, the information 
would be unduly voluminous in relation to the 
auditor’s report. 
A25. When the auditor modifies the opinion due 
to an inability to obtain sufficient appropriate audit 
evidence, it is not appropriate for the scope of the 
audit to be explained in a note to the financial state- 
ments because the description of the audit scope is 
the responsibility of the auditor and not that of man- 
agement. 
A26. An adverse opinion or a disclaimer of opin- 
ion relating to a specific matter described in the basis 
for qualification paragraph does not justify the omis- 
sion of a description of other identified matters that 
would have otherwise required a modification of the 
auditor’s opinion. In such cases, the disclosure of 
such other matters of which the auditor is aware 
may be relevant to users of the financial statements. 


Opinion Paragraph (Ref: par. 22-23) 

A27. Inclusion of the paragraph heading required 
by paragraph 22 makes it clear to the user that the 
auditor’s opinion is modified and indicates the type 
of modification. 

A28. When the auditor expresses a qualified opin- 
ion, it would not be appropriate to use phrases 
such as with the foregoing explanation or subject to 
in the opinion paragraph because these are not suf- 
ficiently clear or forceful. Because accompanying 
notes are part of the financial statements, word- 
ing such as “fairly presented, in all material 
respects, when read in conjunction with note 1” 
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is likely to be misunderstood and would also not 
be appropriate. 

A29. When the auditor expresses a qualified opin- 
ion due to a scope limitation, paragraph 23 requires 
that the auditor state in the opinion paragraph that 
the qualification pertains to the possible effects of 
the matter on the financial statements and not to 
the scope limitation itself. Wording such as “In our 
opinion, except for the above-mentioned limitation 
on the scope of our audit ...” bases the exception 
on the restriction itself rather than on the possible 
effects on the financial statements and, therefore, is 
unacceptable. 


Communication With Those Charged With 

Governance (Ref: par. 28) 

A30. Communicating with those charged with gov- 

ernance the circumstances that lead to an expect- 

ed modification to the auditor’s opinion and the 
proposed wording of the modification enables 

a. the auditor to give notice to those charged with 
governance of the intended modification(s) and 
the reasons (or circumstances) for the modifi- 
cation(s); 

b. the auditor to seek the concurrence of those 
charged with governance regarding the facts of 
the matter(s) giving rise to the expected modi- 
fication(s) or to confirm matters of disagreement 
with management as such; and 

c. those charged with governance to have an 
opportunity, when appropriate, to provide the 
auditor with further information and explana- 
tions in respect of the matter(s) giving rise to 
the expected modification(s). 


A31. 

EXHIBIT A: ILLUSTRATIONS OF 
AUDITORS’ REPORTS WITH 
MODIFICATIONS TO THE OPINION 


Illustration 1: An Auditor's Report Containing a 
Qualified Opinion Due to a Material Misstatement 
of the Financial Statements 


Illustration 2: An Auditor’s Report Containing a 
Qualified Opinion for Inadequate Disclosure 
(Assuming That the Auditor Has Concluded That 
it Is Not Practicable to Present the Required 
Information and the Effects Are Such That the 
Auditor Has Concluded an Adverse Opinion Is Not 
Appropriate) 


Illustration 3: An Auditor’s Report Containing an 
Adverse Opinion Due to a Material Misstatement of 
the Financial Statements 


Illustration 4: An Auditor's Report Containing a 
Qualified Opinion Due to the Auditor's Inability to 
Obtain Sufficient Appropriate Audit Evidence 


Illustration 5: An Auditor's Report Containing a 
Disclaimer of Opinion Due to the Auditor's Inability 
to Obtain Sufficient Appropriate Audit Evidence 
About a Single Element of the Financial Statements 
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Illustration 6: An Auditors Report Containing a 
Disclaimer of Opinion Due to the Auditor’s Inability 
to Obtain Sufficient Appropriate Audit Evidence 
About Multiple Elements of the Financial 
Statements 


Illustration 7: An Auditor’s Report in Which the 
Auditor Is Expressing an Unmodified Opinion in 
the Prior Year and a Modified Opinion (Qualified 
Opinion) in the Current Year 


Illustration 8: An Auditor’s Report in Which the 
Auditor Is Expressing an Unmodified Opinion in 
the Current Year and a Disclaimer of Opinion on 
the Prior-Year Statements of Income, Changes in 
Stockholders’ Equity, and Cash Flows 


Illustration 1: An Auditor's Report Containing 
a Qualified Opinion Due to a Material 
Misstatement of the Financial Statements 
Circumstances include the following: 

e Audit of a complete set of general purpose finan- 
cial statements (comparative) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

¢ Inventories are misstated. The misstatement is 
deemed to be material but not pervasive to the 
financial statements. Accordingly, the auditor's 
report contains a qualified opinion. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheets as of December 31, 20X1 and 20X0, and 
the related statements of income, changes in stock- 
holders’ equity and cash flows for the years then 
ended, and the related notes to the financial state- 
ments. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor’s Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audits. We con- 
ducted our audits in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 





about whether the financial statements are free from 
material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditor’s judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error. In making those risk assess- 
ments, the auditor considers internal control rele- 
vant to the entity's preparation and fair presentation 
of the financial statements in order to design audit 
procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal 
control.’ Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 
ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our qualified audit opinion. 


Basis for Qualified Opinion 

The Company has stated inventories at cost in the 
accompanying balance sheets. Accounting principles 
generally accepted in the United States of America 
require inventories to be stated at the lower of cost 
or market. If the Company stated inventories at the 
lower of cost or market, a write down of $xxx and 
$xxx would have been required as of December 31, 
20X1 and 20X0, respectively. Accordingly, cost of 
sales would have been increased by $xxx and $xxx, 
and net income, income taxes, and stockholders’ 
equity would have been reduced by $xxx, $xxx, and 
$xxx, and $xxx, $xxx, and $xxx, as of and for the 
years ended December 31, 20X1 and 20X0, respec- 
tively. 


Qualified Opinion 

In our opinion, except for the effects of the matter 
described in the Basis for Qualified Opinion para- 
graph, the financial statements referred to above 
present fairly, in all material respects, the financial 
position of ABC Company as of December 31, 20X1 
and 20X0, and the results of its operations and its 
cash flows for the years then ended in accordance 
with accounting principles generally accepted in the 
United States of America. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity's preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 
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Plan sponsors, trustees, custodians, and CPAs involved 

in the employee benefit plan industry continue to be 
faced with new accounting, auditing and legislative 
requirements. Over the past 12 months several changes 
to the financial reporting requirements related to 
employee benefit plans were issued or became effective. 


In September 2010 the FASB issued FASB ASU 2010-25, 
Reporting Loans to Participants by Defined Contribution 
Pension Plans to clarify how loans to participants should 
be classified and measured. According to the A&A Guide 
“certain defined contribution plans allow participants 

to borrow against their vested account balance. Such 
participant loans are an extension of credit to a plan 
participant by the plan, in accordance with the plan 
document or the plan’s written loan policy. The loan is 
secured by the participant's vested account balance.” 
Prior to the FASB ASU, participant loans were required 
to be classified as plan investments, and were generally 
measured at fair value. The FASB ASU now requires 
participant loans to be classified as notes receivable 
from participants for reporting purposes and should 

be measured at their unpaid principal balance plus 

any accrued but unpaid interest. Loans to participants, 
however, continue to be considered an investment 

for Form 5500 reporting purposes. The updated A&A 
Guide also contains illustrative defined contribution plan 
financial statements that reflect the new accounting 
requirements for loans to participants. 


Meanwhile, meeting the requirements of FASB ASC 
820, Fair Value Measurements and Disclosures continues 


Are COME AO) teh ae ~=Advertisement 


Employee Benefit Plans: 
Are You Keeping Up? 





Employee 
Benefit Plans 





to require coordination among plan management, 
custodians, investment fiduciaries, and auditors. 
Management can delegate but not abdicate its valuation 
responsibility. The updated A&A Guide includes a 
detailed listing of the required financial statement 
disclosures related to fair value measurements. Plans 

are required to disclose certain information that 

enables users of its financial statements to assess the 
valuation techniques and inputs used to develop those 
measurements. These disclosures are required to be 
made for each class of assets and liabilities. “Fair value 
measurement disclosures for each class of assets and 
liabilities often will require greater disaggregation than 
the reporting entity's line items in the statement of 
financial position. A reporting entity should determine the 
appropriate classes for those disclosures on the basis of 
the nature and risks of the assets and liabilities and their 
classification in the fair value hierarchy (that is, levels 1, 2, 
and 3),” according to the updated A&A Guide. 


In addition, the updated A&A Guide contains valuable 
information regarding uncertain tax positions. “A plan‘s 
status as tax-exempt is a tax position that may be 

subject to uncertainty,” according to the updated A&A 
guide which includes a listing of required disclosures 

with a description of tax years that remain subject to 
examination by major tax jurisdictions, in accordance with 
FASB ASC 740-10-50. 


Don't miss out on this new guidance to keep you up-to- 
date on the latest developments relating to employee 
benefit plans. 





The new edition of the AICPA Audit & Accounting Guide, Employee Benefit Plans (0125911) is available for order at 
cpa2biz.com. Use coupon code TEI to SAVE 10% when you order. 





cpa2biz.com | 888.777.7077 


NEW RESOURCES 


Publications 


Bill What You're Worth 


Pricing your services and billing for them is one of the 
most important skills of the successful accountant. But 
how do you know what's competitive? Turn to Bill What 
You're Worth. Now in a new edition, this book walks you 
through pricing methods, teaches you how to discuss 
pricing with clients, and offers advice on how to motivate 
employees to bill what they’re worth. 


Paperback, 090561 


Regular: $68.75 
AICPA Member: $55.00 


CPE Self-Study 


New! 
Kess on Legislation 2010: Tax Relief, 
Unemployment Insurance Reauthorization, 


and Job Creation Act 


The AICPA and CCH have teamed up with leading tax 
experts Sidney Kess, CPA, J.D., LL.M. and Barbara 
Weltman, J.D. to provide a clear and comprehensive 
review of the Tax Relief, Unemployment Insurance 
Reauthorization, and Job Creation Act of 2010, signed 
into law in December, 2010. 


Objectives: 


¢ Understand the tax law changes for income taxes 
affecting individuals and businesses and for estate, gift, 
and generation-skipping transfer taxes made by the Act 


¢ Evaluate and apply tax planning strategies for individuals 
and businesses resulting from the Act 


NASBA Field of Study: Taxes 

Level: Update 

Recommended CPE Credit: 4 
Prerequisite: Familiarity with federal tax 
issues for individuals and businesses 


Text: 753370 
AICPA Member: $99.00 
Regular: $123.75 


ES *Also available in DVD/Manual and On-Demand formats! 


AICPA’s Guide to Business Combinations, 
Goodwill and Other Consolidation Issues 
No. 735163 

$149.00 AICPA member/$186.25 Regular 


internal Control Essentials for Financial 
Managers, Accountants and Auditors 
No. 731858 

$149.00 AICPA member/$186.25 Regular 


Brokers and Dealers in Securities 
Audit and Accounting Guide 

No. 0127010 

$70.00 AICPA member/ $87.50 Regular 





Estate Planning After the Tax Relief and Job 
Creation Act of 2010: Tools, Tips, and Tactics 
No. 091056HS 

$45.00 AICPA member/ $56.25 Regular 


Performing Compilation 

and Review Engagements 

No. 154700 

$139.00 AICPA member/ $173.75 Regular 


Accounting Trends & Techniques 
No. 0099010 
$135.00 AICPA member/$168.75 Regular 


UPCOMING AICPA CONFERENCES & EVENTS 


Conferences 


Industry Conference 





Washington, DC 


© AICPA Conference on Tax Strategies 
for the High Income Individual 
May 5-6, 2011, Bellagio, Las Vegas, NV 


® AICPA National Not-for-Profit 


June 9-10, 2011, Marriott Wardman Park, 


© AICPA Family Law Conference 
May 18-20, 2011, Bellagio, Las Vegas, NV 


@ AICPA Practitioners Symposium 
and TECH+ Conference 
June 13-15, 2011, Aria, Las Vegas, NV 
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[Auditor’s signature] 


[Auditor’s city and state] 
[Date of the auditor's report] 


Illustration 2: An Auditor’s Report Containing 
a Qualified Opinion for Inadequate Disclosure 
(Assuming That the Auditor Has Concluded 
That it Is Not Practicable to Present the 
Required Information and the Effects Are 
Such That the Auditor Has Concluded an 
Adverse Opinion Is Not Appropriate) 
Circumstances include the following: 
¢ Audit of a complete set of general purpose finan- 
cial statements (comparative) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 
¢ The financial statements have inadequate dis- 
closures. The auditor's report contains a quali- 
fied opinion. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheets as of December 31, 20X1 and 20X0, and 
the related statements of income, changes in stock- 
holders’ equity and cash flows for the years then 
ended, and the related notes to the financial state- 
ments. 


Management’ Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor’s Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audits. We con- 
ducted our audits in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditor’s judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error, In making those risk assess- 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 
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ments, the auditor considers internal control rele- 
vant to the entity’s preparation and fair presenta- 
tion of the financial statements in order to design 
audit procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity's internal 
control.? Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 
ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our qualified audit opinion. 


Basis for Qualified Opinion 

The company’s financial statements do not disclose 
[describe the nature of the omitted information that 
is not practicable to present in the auditor's 
report]. In our opinion, disclosure of this informa- 
tion is required by accounting principles generally 
accepted in the United States of America. 


Qualified Opinion 

In our opinion, except for the omission of the infor- 
mation described in the Basis for Qualified Opinion 
paragraph, the financial statements referred to above 
present fairly, in all material respects, the financial 
position of ABC Company as of December 31, 20X1 
and 20X0, and the results of its operations and its 
cash flows for the years then ended in accordance 
with accounting principles generally accepted in the 
United States of America. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor's 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor's city and state] 
[Date of the auditor’s report] 


Illustration 3: An Auditor’s Report Containing 
an Adverse Opinion Due to a Material 
Misstatement of the Financial Statements 
Circumstances include the following: 

e Audit of a complete set of consolidated gener- 
al purpose financial statements (single year) pre- 
pared in accordance with accounting principles 
generally accepted in the United States of 
America. 

¢ The financial statements are materially misstat- 
ed due to the nonconsolidation of a subsidiary. 
The material misstatement is deemed to be per- 


2. Incircumstances when the auditor also has responsibility to express 
an opinion on the effectiveness of internal control in conjunction with 
the audit of the financial statements, this sentence would be worded 
as follows: “In making those risk assessments, the auditor considers in- 
ternal control relevant to the entity’s preparation and fair presentation 
of the financial statements in order to design audit procedures that are 
appropriate in the circumstances.” In addition, the next sentence, “Ac- 
cordingly, we express no such opinion,” would not be included. 





vasive to the financial statements. Accordingly, 
the auditor’s report contains an adverse opin- 
ion. The effects of the misstatement on the 
financial statements have not been determined 
because it was not practicable to do so. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Consolidated Financial 
Statements’ 

We have audited the accompanying consolidated 
financial statements of ABC Company and its sub- 
sidiaries, which comprise the consolidated balance 
sheet as of December 31, 20X1, and the related con- 
solidated statements of income, changes in stockhold- 
ers’ equity and cash flows for the year then ended, and 
the related notes to the financial statements. 


Management's Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these consolidated financial 
statements in accordance with accounting princi- 
ples generally accepted in the United States of 
America; this includes the design, implementation, 
and maintenance of internal control relevant to the 
preparation and fair presentation of consolidated 
financial statements that are free from material mis- 
statement, whether due to fraud or error. 


Auditor’s Responsibility 
Our responsibility is to express an opinion on these 
consolidated financial statements based on our 
audit. We conducted our audit in accordance with 
auditing standards generally accepted in the United 
States of America. Those standards require that we 
plan and perform the audit to obtain reasonable 
assurance about whether the consolidated financial 
statements are free from material misstatement. 
An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the consolidated financial statements. 
The procedures selected depend on the auditor's 
judgment, including the assessment of the risks of 
material misstatement of the consolidated financial 
statements, whether due to fraud or error. In mak- 
ing those risk assessments, the auditor considers 
internal control relevant to the entity’s preparation 
and fair presentation of the consolidated financial 
statements in order to design audit procedures that 
are appropriate in the circumstances, but not for the 
purpose of expressing an opinion on the effective- 
ness of the entity’s internal control.? Accordingly, we 





1. The subtitle “Report on the Consolidated Financial Statements” is 
unnecessary in circumstances when the second subtitle, “Report on 
Other Legal and Regulatory Requirements,” is not applicable. 

2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the consolidated financial statements, this sen- 
tence would be worded as follows: “In making those risk assessments, 
the auditor considers internal control relevant to the entity’s prepara- 
tion and fair presentation of the consolidated financial statements in 
order to design audit procedures that are appropriate in the circum- 
stances.” In addition, the next sentence, “Accordingly, we express no 
such opinion,” would not be included. 
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express no such opinion. An audit also includes 
evaluating the appropriateness of accounting poli- 
cies used and the reasonableness of significant 
accounting estimates made by management, as well 
as evaluating the overall presentation of the consol- 
idated financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our adverse audit opinion. 


Basis for Adverse Opinion 

As described in Note X, the Company has not con- 
solidated the financial statements of subsidiary XYZ 
Company that it acquired during 20X1 because it 
has not yet been able to ascertain the fair values of 
certain of the subsidiary’s material assets and liabil- 
ities at the acquisition date. This investment is there- 
fore accounted for on a cost basis by the Company. 
Under accounting principles generally accepted in 
the United States of America, the subsidiary should 
have been consolidated because it is controlled by 
the Company. Had XYZ Company been consolidat- 
ed, many elements in the accompanying consolidat- 
ed financial statements would have been materially 
affected. The effects on the consolidated financial 
statements of the failure to consolidate have not 
been determined. 


Adverse Opinion 

In our opinion, because of the significance of the 
matter discussed in the Basis for Adverse Opinion 
paragraph, the consolidated financial statements 
referred to above do not present fairly the financial 
position of ABC Company and its subsidiaries as of 
December 31, 20X1, or the results of their opera- 
tions or their cash flows for the year then ended. 


Report on Other Legal and Regulatory 
Requirements 

{Form and content of this section of the auditor's 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor's signature] 


[Auditor's city and state] 
[Date of the auditor’s report] 


Illustration 4: An Auditor’s Report Containing 

a Qualified Opinion Due to the Auditor’s 

Inability to Obtain Sufficient Appropriate 

Audit Evidence 

Circumstances include the following: 

¢ Audit of a complete set of general purpose finan- 
cial statements (single year) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

¢ The auditor was unable to obtain sufficient 
appropriate audit evidence regarding an invest- 
ment in a foreign affiliate. The possible effects 
of the inability to obtain sufficient appropriate 
audit evidence are deemed to be material but 
not pervasive to the financial statements. 
Accordingly, the auditor's report contains a qual- 
ified opinion. 
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INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheet as of December 31, 20X1, and the related 
statements of income, changes in stockholders’ 
equity and cash flows for the year then ended, and 
the related notes to the financial statements. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor's Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audit. We con- 
ducted our audit in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditor's judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error. In making those risk assess- 
ments, the auditor considers internal control rele- 
vant to the entity’s preparation and fair presentation 
of the financial statements in order to design audit 
procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal 
control.’ Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 
ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our qualified audit opinion. 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 

2, In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity’s preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 





Basis for Qualified Opinion 

ABC Company’s investment in XYZ Company, a for- 
eign affiliate acquired during the year and account- 
ed for under the equity method, is carried at $xxx 
on the balance sheet at December 31, 20X1, and 
ABC Company’s share of XYZ Company’s net 
income of $xxx is included in ABC Company's net 
income for the year then ended. We were unable 
to obtain sufficient appropriate audit evidence about 
the carrying amount of ABC Company’s investment 
in XYZ Company as of December 31, 20X1 and 
ABC Company's share of XYZ Company’s net 
income for the year then ended because we were 
denied access to the financial information, manage- 
ment, and the auditors of XYZ Company. 
Consequently, we were unable to determine 
whether any adjustments to these amounts were 
necessary. 


Qualified Opinion 

In our opinion, except for the possible effects of the 
matter described in the Basis for Qualified Opinion 
paragraph, the financial statements referred to above 
present fairly, in all material respects, the financial 
position of ABC Company as of December 31, 
20X1, and the results of its operations and its cash 
flows for the year then ended in accordance with 
accounting principles generally accepted in the 
United States of America. 


Report on Other Legal and Regulatory 
Requirements 

{Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor’s city and state] 
[Date of the auditor’s report] 


Illustration 5: An Auditor's Report Containing 

a Disclaimer of Opinion Due to the Auditor's 

Inability to Obtain Sufficient Appropriate 

Audit Evidence About a Single Element of the 

Financial Statements 

Circumstances include the following: 

¢ Audit ofa complete set of general purpose finan- 
cial statements (single year) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

¢ The auditor was unable to obtain sufficient 
appropriate audit evidence about a single ele- 
ment of the financial statements. That is, the 
auditor was unable to obtain audit evidence 
about the financial information of a joint ven- 
ture investment accounted for under the pro- 
portionate consolidation approach. The 
investment represents over 90 percent of the 
company’s net assets. The possible effects of this 
inability to obtain sufficient appropriate audit 
evidence are deemed to be both material and 
pervasive to the financial statements. 
Accordingly, the auditor's report contains a dis- 
claimer of opinion. 
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e The auditor concluded that it was unnecessary 
to include in the auditor's report specific 
amounts for the company’s proportional share 
of the assets, liabilities, income, and expenses 
of the joint venture investment because the 
investment represents over 90 percent of the 
company’s net assets, and that fact is disclosed 
in the auditor’s report. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We were engaged to audit the accompanying finan- 
cial statements of ABC Company, which comprise 
the balance sheet as of December 31, 20X1, and the 
related statements of income, changes in stockhold- 
ers’ equity and cash flows for the year then ended, 
and the related notes to the financial statements. 


Management's Responsibility for the Financial 
Statements 
Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
_ and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor’s Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on conducting the audit 
in accordance with auditing standards generally 
accepted in the United States of America. Because 
of the matter described in the Basis for Disclaimer 
of Opinion paragraph, however, we were not able 
to obtain sufficient appropriate audit evidence to 
provide a basis for an audit opinion. 


Basis for Disclaimer of Opinion 

The company’s investment in XYZ Company, a joint 
venture, is carried at $xxx on the Company’s bal- 
ance sheet, which represents over 90 percent of the 
Company's net assets as of December 31, 20X1. We 
were not allowed access to the management and the 
auditors of XYZ Company. As a result, we were 
unable to determine whether any adjustments were 
necessary relating to the Company’s proportional 
share of XYZ Company’s assets that it controls joint- 
ly, its proportional share of XYZ Companys liabil- 
ities for which it is jointly responsible, its 
proportional share of XYZ Company’s income and 
expenses for the year, and the elements making up 
the statements of changes in stockholders’ equity 
and cash flows. 


Disclaimer of Opinion 
Because of the significance of the matter described 
1. The subtitle “Report on the Financial Statements” is unnecessary 


in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 
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in the Basis for Disclaimer of Opinion paragraph, 
we have not been able to obtain sufficient appro- 
priate audit evidence to provide a basis for an audit 
opinion. Accordingly, we do not express an opin- 
ion on these financial statements. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor’s city and state] 
[Date of the auditor’s report] 


Illustration 6: An Auditor's Report Containing 
a Disclaimer of Opinion Due to the Auditor's 
Inability to Obtain Sufficient Appropriate 
Audit Evidence About Multiple Elements of 
the Financial Statements 

Circumstances include the following: 

¢ Audit ofa complete set of general purpose finan- 
cial statements (single year) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

e The auditor was unable to obtain sufficient 
appropriate audit evidence about multiple ele- 
ments of the financial statements. That is, the 
auditor was unable to obtain audit evidence 
about the entity's inventories and accounts 
receivable. The possible effects of this inability 
to obtain sufficient appropriate audit evidence 
are deemed to be both material and pervasive 
to the financial statements. Accordingly, the audi- 
tor’s opinion contains a disclaimer of opinion. 


INDEPENDENT AUDITOR'S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We were engaged to audit the accompanying finan- 
cial statements of ABC Company, which comprise 
the balance sheet as of December 31, 20X1, and the 
related statements of income, changes in stockhold- 
ers’ equity and cash flows for the year then ended, 
and the related notes to the financial statements. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 





Auditor's Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on conducting the audit 
in accordance with auditing standards generally 
accepted in the United States of America. Because 
of the matters described in the Basis for Disclaimer 
of Opinion paragraph, however, we were not able 
to obtain sufficient appropriate audit evidence to 
provide a basis for an audit opinion. 


Basis for Disclaimer of Opinion 

We were not appointed as auditors of the Company 
until after December 31, 20X1, and, therefore, did 
not observe the counting of physical inventories at 
the beginning or end of the year. We were unable 
to satisfy ourselves by other auditing procedures con- 
cerning the inventory held at December 31, 20X1, 
which is stated in the balance sheet at $xxx. In addi- 
tion, the introduction of a new computerized 
accounts receivable system in September 20X1 
resulted in numerous misstatements in accounts 
receivable. As of the date of our audit report, man- 
agement was still in the process of rectifying the sys- 
tem deficiencies and correcting the misstatements. 
We were unable to confirm or verify by alternative 
means accounts receivable included in the balance 
sheet at a total amount of $xxx at December 31, 
20X1. As a result of these matters, we were unable 
to determine whether any adjustments might have 
been found necessary in respect of recorded or 
unrecorded inventories and accounts receivable, and 
the elements making up the statements of income, 
changes in stockholders’ equity and cash flows. 


Disclaimer of Opinion 

Because of the significance of the matters described 
in the Basis for Disclaimer of Opinion paragraph, 
we have not been able to obtain sufficient appro- 
priate audit evidence to provide a basis for an audit 
opinion. Accordingly, we do not express an opin- 
ion on these financial statements. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor's 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor's signature] 


[Auditor’s city and state] 
[Date of the auditor's report] 


Illustration 7: An Auditor’s Report in Which 

the Auditor Is Expressing an Unmodified 

Opinion in the Prior Year and a Modified 

Opinion (Qualified Opinion) in the Current 

Year 

Circumstances include the following: 

¢ Audit of a complete sét of general purpose finan- 
cial statements (comparative) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

° The auditor express an unmodified opinion in 
the prior year and a modified opinion (quali- 
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fied opinion) in the current year. 
INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements! 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the balance 
sheets as of December 31, 20X1 and 20X0, and the 
related statements of income, changes in stockhold- 
ers’ equity and cash flows for the years then ended, 
and the related notes to the financial statements. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in accor- 
dance with accounting principles generally accepted 
in the United States of America; this includes the 
design, implementation, and maintenance of internal 
control relevant to the preparation and fair presenta- 
tion of financial statements that are free from materi- 
al misstatement, whether due to fraud or error. 


Auditor's Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audits. We con- 
ducted our audits in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and disclo- 
sures in the financial statements. The procedures 
selected depend on the auditor’s judgment, includ- 
ing the assessment of the risks of material misstate- 
ment of the financial statements, whether due to fraud 
or error. In making those risk assessments, the audi- 
tor considers internal contro! relevant to the entity's 
preparation and fair presentation of the financial state- 
ments in order to design audit procedures that are 
appropriate in the circumstances, but not for the pur- 
pose of expressing an opinion on the effectiveness of 
the entity’s internal control.* Accordingly, we express 
no such opinion. An audit also includes evaluating 
the appropriateness of accounting policies used and 
the reasonableness of significant accounting estimates 
made by management, as well as evaluating the over- 
all presentation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our qualified audit opinion. 





1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 

2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity's preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. ; 
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Basis for Qualified Opinion 

The Company has excluded, from property and 
debt in the accompanying 20X1 balance sheet, cer- 
tain lease obligations that were entered into in 20X1 
which, in our opinion, should be capitalized in 
accordance with accounting principles generally 
accepted in the United States of America. If these 
lease obligations were capitalized, property would 
be increased by $XXX, long-term debt by $XXX, 
and retained earnings by $XXX as of December 31, 
20X1, and net income and earnings per share would 
be increased (decreased) by $XXX and $XXX, 
respectively, for the year then ended. 


Qualified Opinion 

In our opinion, except for the effects on the 20X1 
financial statements of not capitalizing certain lease 
obligations as described in the Basis for Qualified 
Opinion paragraph, the financial statements 
referred to above present fairly, in all material 
respects, the financial position of ABC Company as 
of December 31, 20X1 and 20X0, and the results 
of its operations and its cash flows for the years then 
ended in accordance with accounting principles 
generally accepted in the United States of America. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor's 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor’s city and state] 
[Date of the auditor’s report] 


Illustration 8: An Auditor’s Report in Which 

the Auditor Is Expressing an Unmodified 

Opinion in the Current Year and a Disclaimer 

of Opinion on the Prior-Year Statements of 

Income, Changes in Stockholders’ Equity, and 

Cash Flows 

Circumstances include the following: 

¢ Audit of a complete set of general purpose finan- 
cial statements (comparative) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

¢ The auditor expressed an unmodified opinion 
on current and prior year balance sheets and a 
disclaimer of opinion on the prior year state- 
ments of income, changes in stockholders’ equi- 
ty, and cash flows. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the balance 
sheets as of December 31, 20X2 and 20X1, and the 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 





related statements of income, changes in stockhold- 
ers’ equity and cash flows for the years then ended, 
and the related notes to the financial statements. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in accor- 
dance with accounting principles generally accepted 
in the United States of America; this includes the 
design, implementation, and maintenance of internal 
control relevant to the preparation and fair presenta- 
tion of financial statements that are free from materi- 
al misstatement, whether due to fraud or error. 


Auditor's Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audits. Except as 
explained in the Basis for Disclaimer of Opinion 
paragraph, we conducted our audits in accordance 
with auditing standards generally accepted in the 
United States of America. Those standards require 
that we plan and perform the audit to obtain rea- 
sonable assurance about whether the financial state- 
ments are free from material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and disclo- 
sures in the financial statements. The procedures 
selected depend on the auditor’s judgment, includ- 
ing the assessment of the risks of material misstate- 
ment of the financial statements, whether due to fraud 
or error. In making those risk assessments, the audi- 
tor considers internal control relevant to the entity’s 
preparation and fair presentation of the financial state- 
ments in order to design audit procedures that are 
appropriate in the circumstances, but not for the pur- 
pose of expressing an opinion on the effectiveness of 
the entity’s internal control.* Accordingly, we express 
no such opinion. An audit also includes evaluating 
the appropriateness of accounting policies used and 
the reasonableness of significant accounting estimates 
made by management, as well as evaluating the over- 
all presentation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our audit opinions on the balance sheets as 
of December 31, 20X2 and 20X1, and the statements 
of income, changes in stockholders’ equity and cash 
flows for the year ended December 31, 20X2. 


Basis for Disclaimer of Opinion on 20X1 
Operations and Cash Flows 

We did not observe the taking of the physical inven- 
tory as of December 31, 20X0, since that date was 
prior to our appointment as auditors for the 
Company, and we were unable to satisfy ourselves 
regarding inventory quantities by means of other 


2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity's preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 
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auditing procedures. Inventory amounts as of 
December 31, 20X0 enter into the determination 
of net income and cash flows for the year ended 
December 31, 20X1. 


Disclaimer of Opinion on 20X1 Operations and 
Cash Flows 

Because of the significance of the matter described 
in the Basis for Disclaimer of Opinion paragraph, 
we have not been able to obtain sufficient appro- 
priate audit evidence to provide a basis for an audit 
opinion on the results of operations and cash flows 
for the year ended December 31, 20X1. Accordingly, 
we do not express an opinion on the results of oper- 
ations and cash flows for the year ended December 
31, 20X1. 


Opinion 

In our opinion, the balance sheets of ABC Company 
as of December 31, 20X2 and 20X1, and the state- 
ments of income, changes in stockholders’ equity 
and cash flows for the year ended December 31, 
20X2, present fairly, in all material respects, the 
financial position of ABC Company as of December 
31, 20X2 and 20X1, and the results of its operations 
and its cash flows for the year ended December 31, 
20X2 in accordance with accounting principles gen- 
erally accepted in the United States of America. 


Report on Other Legal and Regulatory 
Requirements 

- [Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor's city and state] 
[Date of the auditor’s report] 


A32. 

EXHIBIT B: COMPARISON OF 
STATEMENT ON AUDITING 
STANDARDS MODIFICATIONS TO 
THE OPINION IN THE INDEPENDENT 
AUDITOR'S REPORT INTERNATIONAL 
STANDARD ON AUDITING 705, 
MODIFICATIONS TO THE OPINION IN 
THE INDEPENDENT AUDITOR’S 
REPORT 


This analysis was prepared by the Audit and 
Attest Standards staff to highlight substantive 
differences between the Statement on Auditing 
Standards (SAS) Modifications to the Opinion in 
the Independent Auditor’s Report and 
International Standard on Auditing (ISA) 705, 


Modifications to the Opinion in the Independent 
Auditor's Report, and the rationale therefore. 
This analysis is not authoritative and is pre- 
pared for informational purposes only. It has 
not been acted on or reviewed by the Auditing 
Standards Board (ASB). 
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The ASB has made various changes to the language 
throughout the SAS Modifications to the Opinion in 
the Independent Auditor’s Report, in comparison with 
ISA 705. Such changes have been made to use terms 
applicable in the United States and to make the SAS 
easier to read and apply. The ASB believes that such 
changes will not create differences between the 
application of ISA 705 and the application of the 
SAS. 


Multiple Uncertainties 

Paragraph 10 of ISA 705 requires the auditor to dis- 
claim an opinion when, in extremely rare circum- 
stances involving multiple uncertainties, the 
auditor concludes that, notwithstanding having 
obtained sufficient appropriate audit evidence 
regarding each of the individual uncertainties, it is 
not possible to form an opinion on the financial 
statements due to the potential interaction of the 
uncertainties and their possible cumulative effect on 
the financial statements. The SAS does not include 
this requirement because the ASB believes that a dis- 
claimer of opinion is appropriate only when the 
auditor is not able to obtain sufficient appropriate 
audit evidence. The ASB believes the guidance in 
paragraph .30 of extant AU section 508, Reports on 
Audited Financial Statements (AICPA, Professional 
Standards, vol. 1), is appropriate in these circum- 
stances; therefore, paragraph A1l3 of the SAS 
includes this guidance. 


Management-Imposed Scope Limitation 
Paragraph 13(b)(1) of ISA 705 requires the auditor 
to withdraw from the audit when the auditor is 
unable to obtain sufficient appropriate audit evi- 
dence, and the auditor concludes that the possible 
effects on the financial statements of undetected mis- 
statements, if any, could be both material and per- 
vasive so that a qualification of the opinion would 
be inadequate to communicate the gravity of the sit- 
uation. Paragraph 13 of the SAS changes this require- 
ment so that the auditor should consider withdrawal 
from the engagement under such circumstances. The 
ASB believes that in the United States, the auditor 
would not be required to withdraw from an engage- 
ment but, rather, should consider whether to with- 
draw or disclaim an opinion on the financial 
statements. The ASB does not believe that this will 
create differences between the application of ISA 705 
and the application of the SAS. 


Use of True and Fair View 

The SAS Forming an Opinion and Reporting on 
Financial Statements eliminated all references to true 
and fair view in the auditor’s opinion because that 
SAS was written in the context of a complete set 
of general purpose financial statements prepared 
in accordance with a fair presentation framework. 
In the United States, we will continue to use the 
phrase present fairly, in all material respects in the 
auditor's opinion. Accordingly, the references to 
true and fair view in paragraphs 23(a) and 24(a) 
of ISA 705 are not included in paragraphs 23 and 
24 of the SAS. The ASB believes this is not a diver- 
gence from ISA 705. 





Compliance Framework 

The SAS Forming an Opinion and Reporting on 
Financial Statements eliminated all references to 
compliance frameworks because the SAS was writ- 
ten in the context of a complete set of general pur- 
pose financial statements prepared in accordance 
with a fair presentation framework. The ASB has 
concluded that all financial reporting frameworks 
used in the United States are fair presentation frame- 
works; therefore, compliance frameworks do not 
exist in the United States. Accordingly, the reference 
to compliance frameworks in paragraph 23(b) of 
ISA 705 has not been included in paragraph 24 of 
the SAS. 


Basis for Modification Paragraph 

Paragraph 21(b) of the SAS includes an additional 
requirement that when the auditor has expressed an 
adverse opinion or disclaims an opinion, the audi- 
tor should consider the need to describe in an empha- 
sis-of-matter paragraph or other-matter paragraph 
any other matter of which the auditor is aware that 
would have resulted in an additional communication 
in the auditor’s report. Paragraph 21 of ISA 705 does 
not contain this requirement. The ASB decided this 
requirement was appropriate in the United States in 
order to provide the users of the auditor's report with 
additional information, if necessary, when the audi- 
tor expresses an adverse opinion or disclaims an opin- 
ion. In addition, this disclosure by the auditor is 
consistent with the requirement in paragraph .62 of 
extant AU section 508. 


Statement on Auditing Standards- 
Emphasis-of-Maiter Paragraphs and 
Other-Matter Paragraphs in the 
Independent Auditor’s Report 

With the clarified Statement on Auditing Standards 
(SAS) Forming an Opinion and Reporting on Financial 
Statements and the clarified SAS Modifications to the 
Opinion in the Independent Auditor’s Report, the SAS 
Emphasis-of-Matter Paragraphs and Other-Matter 
Paragraphs in the Independent Auditor's Report super- 
sedes paragraphs .01—.11, .14-—.15, .19-32, 
35-52, .58-.70, and .74-.76 of SAS No. 58, 
Reports on Audited Financial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 508, par. 
01-11, 14-15, 19-32, 35-52, .58—70, and 
.14-.76). 
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Scope of This. SAS/A1 

Emphasis-of-Matter Paragraphs in the Auditor’s 
Report/A2—A5 

Other-Matter Paragraphs in the Auditor's 
Report/A6—A11 

Communication With Those Charged With 
Governance/A12 

Exhibit A: Illustrations of Auditors’ Reports 
With Emphasis-of-Matter or Other-Matter 
Paragraphs/A13 

Exhibit B: List of Statements on Auditing 
Standards Containing Requirements for 
Emphasis-of-Matter Paragraphs/A14 

Exhibit C: List of Statements on Auditing 
Standards Containing Requirements for 
Other-Matter Paragraphs/A15 

Exhibit D: Comparison of Statement on 
Auditing Standards Emphasis-of-Matter 
Paragraphs and Other-Matter Paragraphs in 
the Independent Auditor’s Report With 
International Standard on Auditing 706, 
Emphasis of Matter Paragraphs and Other 
Matter Paragraphs in the Independent 
Auditor’s Report/A16 


INTRODUCTION 
Scope of This Statement on Auditing Standards 
1. This Statement on Auditing Standards (SAS) 
addresses additional communications in the audi- 
tor’s report when the auditor considers it necessary 
to 
a. draw users’ attention to a matter or matters pre- 
sented or disclosed in the financial statements 
that are of such importance that they are fun- 
damental to users’ understanding of the finan- 
cial statements (emphasis-of-matter paragraph) 
or 
b. draw users’ attention to any matter or matters 
other than those presented or disclosed in the 
financial statements that are relevant to users’ 
understanding of the audit, the auditor's respon- 
sibilities, or the auditor’s report (other-matter 
paragraph). 
2. Exhibit B, “List of Statements on Auditing 
Standards Containing Requirements for Emphasis- 
of-Matter Paragraphs,” and Exhibit C, “List of 
Statements on Auditing Standards Containing 
Requirements for Other-Matter Paragraphs,” iden- 
tify SASs containing specific requirements for the 
auditor to include an emphasis-of-matter paragraph 
or other-matter paragraph, respectively, in the audi- 
tor’s report. Accordingly, the requirements in this 
SAS regarding the form and placement of such para- 
graphs apply. (Ref: par. Al) 


Effective Date 

3. This SAS is effective for audits of financial state- 
ments for periods ending on or after December 15, 
2012. 


OBJECTIVE 

4. The objective of the auditor, having formed an 
opinion on the financial statements, is to draw users’ 
attention, when in the auditor's judgment it is nec- 
essary to do so, by way of clear additional commu- 
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nication in the auditor’s report, to 

a. a matter, although appropriately presented or 
disclosed in the financial statements, that is of 
such importance that it is fundamental to users’ 
understanding of the financial statements or 

b. as appropriate, any other matter that is relevant 
to users’ understanding of the audit, the audi- 
tor’s responsibilities, or the auditor's report. 


DEFINITIONS 

5. For the purposes of generally accepted auditing 

standards (GAAS), the following terms have the 

meanings attributed as follows: 

Emphasis-of-matter paragraph. A paragraph 
included in the auditor’s report that is required 
by GAAS, or is included at the auditor's discre- 
tion, and that refers to a matter appropriately 
presented or disclosed in the financial state- 
ments that, in the auditor's judgment, is of such 
importance that it is fundamental to users’ 
understanding of the financial statements. 

Other-matter paragraph. A paragraph included in 
the auditor's report that is required by GAAS, 
or is included at the auditor’s discretion, and 
that refers to a matter other than those present- 
ed or disclosed in the financial statements that, 
in the auditor’s judgment, is relevant to users’ 
understanding of the audit, the auditor's respon- 
sibilities, or the auditor’s report. 


REQUIREMENTS 
Emphasis-of-Matter Paragraphs in the 
Auditor's Report 
6. If the auditor considers it necessary to draw users’ 
attention to a matter appropriately presented or dis- 
closed in the financial statements that, in the audi- 
tor’s judgment, is of such importance that it is 
fundamental to users’ understanding of the finan- 
cial statements, the auditor should include an 
emphasis-of-matter paragraph in the auditor's 
report, provided that the auditor has obtained suf- 
ficient appropriate audit evidence that the matter 
is not materially misstated in the financial state- 
ments. Such a paragraph should refer only to infor- 
mation presented or disclosed in the financial 
statements. (Ref: par. A2—A3) 

7. When the auditor includes an emphasis-of-mat- 

ter paragraph in the auditor's report, the auditor 

should 

a. include it immediately after the opinion para- 
graph in the auditor’s report, 

b. use the heading “Emphasis of Matter” or other 
appropriate heading, (Ref: par. A¢) 

c. include in the paragraph a clear reference to the 
matter being emphasized and to where relevant 
disclosures that fully describe the matter can be 
found in the financial statements, and 

d. indicate that the auditor's opinion is not mod- 
ified with respect to the matter emphasized. 
(Ref: par. A5) 


Other-Matter Paragraphs in the Auditor's 
Report 

8. If the auditor considers it necessary to commu- 
nicate a matter other than those that are presented 





or disclosed in the financial statements that, in the 
auditor’s judgment, is relevant to users’ understand- 
ing of the audit, the auditor’s responsibilities, or the 
auditor's report, the auditor should do so in a para- 
graph in the auditor's report with the heading 
“Other Matter” or other appropriate heading. The 
auditor should include this paragraph immediate- 
ly after the opinion paragraph and any emphasis- 
of-matter paragraph or elsewhere in the auditor's 
report if the content of the other-matter paragraph 
is relevant to the “Other Reporting Responsibilities” 
section. (Ref: par. A6-A11) 


Communication With Those Charged With 
Governance 

9. If the auditor expects to include an emphasis-of- 
matter or other-matter paragraph in the auditor's 
report, the auditor should communicate with those 
charged with governance regarding this expectation 
and the proposed wording of this paragraph. (Ref: 
par. Al2) 


KKK 


APPLICATION AND OTHER 
EXPLANATORY MATERIAL 

Scope of This SAS (Ref: par. 2) 

Al. The SASs identified in Exhibits B and C require 
the auditor to include an emphasis-of-matter para- 
graph or other-matter paragraph, respectively, in the 
auditor's report relating to certain matters. The 
nature of these matters is such that they are brought 
to the attention of users of the auditor's report in 
all instances rather than at the discretion of the audi- 
tor. The explanatory language provided by such 
required paragraphs achieves the same objective as 
an emphasis-of-matter or other-matter paragraph 
that is included based on the judgment of the audi- 
tor (that is, to provide additional communication 
to the users of the auditor's report). Therefore, the 
auditor follows the requirements in this SAS regard- 
ing the form and placement of these required para- 
graphs. 


Emphasis-of-Matter Paragraphs in the 
Auditor's Report 


Circumstances in Which an Emphasis-of-Matter 

Paragraph May Be Necessary (Ref: par. 6) 

A2. In addition to the required emphasis-of-mat- 

ter paragraphs listed in Exhibit B, the following are 

examples of circumstances when the auditor may 

consider it necessary to include an emphasis-of-mat- 

ter paragraph: 

¢ An unccriainty relating to the future outcome 
of unusually important litigation or regulatory 
action 

¢ A major catastrophe that has had, or continues 
to have, a significant effect on the entity’s finan- 
cial position 

¢ Significant transactions with related parties 

¢ Unusually important subsequent events 

A3. Paragraph 6 requires that an emphasis-of-mat- 

ter paragraph refer only to matters appropriately 

presented or disclosed in the financial statements. 
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To include information in an emphasis-of-matter 
paragraph about a matter beyond what is present- 
ed or disclosed in the financial statements may raise 
questions about the appropriateness of such pres- 
entation or disclosure. 


Including an Emphasis-of-Matter Paragraph in 

the Auditor’s Report (Ref: par. 7) 

A4. Ifthe heading “Emphasis of Matter” is not used, 

another heading may be considered appropriate if 

it adequately describes the nature of the matter 

being disclosed or communicated. 

A5. The inclusion of an emphasis-of-matter para- 

graph in the auditor's report does not affect the audi- 

tor’s opinion. An emphasis-of-matter paragraph is 

not a substitute for either 

a. the auditor expressing a qualified opinion or an 
adverse opinion, or disclaiming an opinion, when 
required by the circumstances of a specific audit 
engagement (see the clarified SAS Modifications to 
the Opinion in the Independent Auditor’s Report) or 

b. disclosures in the financial statements that the 
applicable financial reporting framework requires 
management to make. 


Other-Matter Paragraphs in the Auditor's 
Report (Ref: par. 8) 


Circumstances in Which an Other-Matter 
Paragraph May Be Necessary 


- Relevant to Users’ Understanding of the Audit 

AO. In the rare circumstance when the auditor is 
unable to withdraw from an engagement even 
though the possible effect of an inability to obtain 
sufficient appropriate audit evidence due to a lim- 
itation on the scope of the audit imposed by man- 
agement is pervasive,’ the auditor may consider it 
necessary to include an other-matter paragraph in 
the auditor's report to explain why it is not possi- 
ble for the auditor to withdraw from the engage- 
ment. 


Relevant to Users’ Understanding of the Auditor's 
Responsibilities or the Auditor’s Report 

AT. Law, regulation, or generally accepted practice 
may require or permit the auditor to elaborate on 
matters that provide further explanation of the audi- 
tor’s responsibilities in the audit of the financial 
statements or the auditor’s report thereon. When 
relevant, one or more subheadings may be used that 
describe the content of the other-matter paragraph. 
A8. An other-matter paragraph does not address 
circumstances when the auditor has other report- 
ing responsibilities that are in addition to the audi- 
tor’s responsibility under GAAS to report on the 
financial statements (see the “Other Reporting 
Responsibilities” section in the clarified SAS Forming 
an Opinion and Reporting on Financial Statements) or 
when the auditor has been asked to perform and 
report on additional specified procedures or to 
express an opinion on specific matters. 


1. See paragraph 13 of the clarified Statement on Auditing Standards 
Modifications to the Opinion in the Independent Auditor’s Report for a dis- 
cussion of this circumstance. 
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Reporting on More Than One Set of Financial 
Statements 

AQ. An entity may prepare one set of financial state- 
ments in accordance with a general purpose frame- 
work (for example, accounting principles generally 
accepted in the United States of America) and 
another set of financial statements in accordance 
with another general purpose framework (for exam- 
ple, International Financial Reporting Standards 
issued by the International Accounting Standards 
Board) and engage the auditor to report on both sets 
of financial statements. If the auditor has deter- 
mined that the frameworks are acceptable in the 
respective circumstances, the auditor may include 
an other-matter paragraph in the auditor’s report 
referring to the fact that another set of financial state- 
ments has been prepared by the same entity in 
accordance with another general purpose frame- 
work and that the auditor has issued a report on 
those financial statements. 


Including an Other-Matter Paragraph in the 
Auditor’s Report 

A10. The content of an other-matter paragraph 
reflects clearly that such other matter is not required 
to be presented and disclosed in the financial state- 
ments. An other-matter paragraph does not 
include information that the auditor is prohibited 
from providing by law, regulation, or other profes- 
sional standards (for example, ethical standards 
relating to the confidentiality of information). An 
other-matter paragraph also does not include infor- 
mation that is required to be provided by manage- 
ment. ; 

All. The placement of an other-matter paragraph 
depends on the nature of the information to be com- 
municated. When an other-matter paragraph is 
included to draw users’ attention to a matter rele- 
vant to their understanding of the audit of the finan- 
cial statements, the paragraph is included 
immediately after the opinion paragraph and any 
emphasis-of-matter paragraph. When an other-mat- 
ter paragraph is included to draw users’ attention 
to a matter relating to other reporting responsibil- 
ities addressed in the auditor's report, the paragraph 
may be included in the section subtitled “Report on 
Other Legal and Regulatory Requirements.” 
Alternatively, when relevant to all the auditor’s 
responsibilities or users’ understanding of the audi- 
tor’s report, the other-matter paragraph may be 
included as a separate section following the “Report 
on the Financial Statements” and the “Report on 
Other Legal and Regulatory Requirements.” 


Communication With Those Charged With 
Governance (Ref. par. 9) 

Al2. The auditor's communication with those 
charged with governance, as described in paragraph 
9, enables those charged with governance to be 
made aware of the nature of any specific matters that 
the auditor intends to highlight in the auditor’s 
report and provides them with an opportunity to 
obtain further clarification from the auditor, when 
necessary. When the inclusion of an other-matter 
paragraph on a particular matter in the auditor’s 





report recurs on each successive engagement, the 
auditor may determine that it is unnecessary to 
repeat the communication on each engagement. 


Al3. 

EXHIBIT A: ILLUSTRATIONS OF 
AUDITORS’ REPORTS WITH 
EMPHASIS-OF-MATTER OR OTHER- 
MATTER PARAGRAPHS 


Illustration 1: An Auditor’s Report With an 
Emphasis-of-Matter Paragraph Because There Is 
Uncertainty Relating to a Pending Unusually 
Important Litigation Matter 


Illustration 2: An Auditor's Report With an Other- 
Matter Paragraph That May Be Appropriate When 
an Auditor Issues an Updated Report on the 
Financial Statements of a Prior Period That Contains 
an Opinion Different From the Opinion Previously 
Expressed 


Illustration 3: An Auditor's Report With a Qualified 
Opinion Due to a Material Misstatement of the 
Financial Statements and an Emphasis-of-Matter 
Paragraph Because There Is Uncertainty Relating to 
a Pending Unusually Important Litigation Matter 


Illustration 1: An Auditor’s Report With an 

Emphasis-of-Matter Paragraph Because There 

Is Uncertainty Relating to a Pending 

Unusually Important Litigation Matter 

Circumstances include the following: 

¢ Audit of a complete set of general purpose finan- 
cial statements (single year) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

e There is uncertainty relating to a pending 
unusually important litigation matter. 

¢ The auditor’s report includes an emphasis-of- 
matter paragraph. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements! 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheet as of December 31, 20X1, and the related 
statements of income, changes in stockholders’ 
equity and cash flows for the year then ended, and 
the related notes to the financial statements. 


Management’s Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 





1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 
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and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor’s Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audit. We con- 
ducted our audit in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. 

An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditors judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error. In making those risk assess- 
ments, the auditor considers internal control rele- 
vant to the entity’s preparation and fair presentation 
of the financial statements in order to design audit 
procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity's internal 
control.’ Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 
ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence that we have 
obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 


Opinion 

In our opinion, the financial statements referred to 
above present fairly, in all material respects the 
financial position of ABC Company as of December 
31, 20X1, and the results of its operations and its 
cash flows for the year then ended in accordance 
with accounting principles generally accepted in the 
United States of America. 


Emphasis of Matter 

As discussed in Note X to the financial statements, 
the Company is a defendant in a lawsuit [briefly 
describe the nature of the litigation consistent with the 
Company’ description in the note to the financial state- 
ments]. Our opinion is not modified with respect 
to this matter. 


Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor’s 
report will vary depending on the nature of the audi- 





2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity's preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 
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tor’s other reporting responsibilities. ] 
[Auditor’s signature] 


[Auditor’s city and state] 
[Date of the auditor's report] 


Illustration 2: An Auditor’s Report With an 
Other-Matter Paragraph That May Be 
Appropriate When an Auditor Issues an 
Updated Report on the Financial Statements 
of a Prior Period That Contains an Opinion 
Different From the Opinion Previously 
Expressed 

Circumstances include the following: 

e Audit of a complete set of general purpose finan- 
cial statements (comparative) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

¢ The auditor’s report includes an other-matter 
paragraph for when an updated report on the 
financial statements of a prior period contains 
an opinion different from the opinion previous- 
ly expressed, as required by the clarified 
Statement on Auditing Standards Forming an 
Opinion and Reporting on Financial Statements. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheets as of December 31, 20X1 and 20X0, and 
the related statements of income, changes in stock- 
holders’ equity and cash flows for the years then 
ended, and the related notes to the financial state- 
ments. 


Management's Responsibility for the Financial 
Statements 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor's Responsibility 
Our responsibility is to express an opinion on these 
financial statements based on our audits. We con- 
ducted our audits in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. 

An audit involves performing procedures to 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 





obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditor’s judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error. In making those risk assess- 
ments, the auditor considers internal control rele- 
vant to the entity’s preparation and fair presentation 
of the financial statements in order to design audit 
procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal 
control.’ Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 
ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence that we have 
obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 


Opinion 

In our opinion, the financial statements referred to 
above present fairly, in all material respects, the 
financial position of ABC Company as of December 
31, 20X1 and 20X0, and the results of its operations 
and its cash flows for the years then ended in accor- 
dance with accounting principles generally accept- 
ed in the United States of America. 


Other Matter 

In our report dated March 1, 20X1, we expressed 
an opinion that the 20X0 financial statements did 
not fairly present the financial position, results of 
operations, and cash flows of ABC Company in 
accordance with accounting principles generally 
accepted in the United States of America because 
of two departures from such principles: (1) ABC 
Company carried its property, plant, and equipment 
at appraisal values, and provided for depreciation 
on the basis of such values, and (2) ABC Company 
did not provide for deferred income taxes with 
respect to differences between income for financial 
reporting purposes and taxable income. As 
described in Note X, the Company has changed its 
method of accounting for these items and restated 
its 20X0O financial statements to conform with 
accounting principles generally accepted in the 
United States of America. Accordingly, our present 
opinion on the restated 20X0 financial statements, 
as presented herein, is different from that expressed 
in our previous report. 


Report on Other Legal and Regulatory 
Requirements 
[Form and content of this section of the auditor’s 


2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers internal control relevant to the entity’s preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 
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report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor's city and state] 
[Date of the auditor's report] 


Illustration 3: An Auditor’s Report With a 
Qualified Opinion Due to a Material 
Misstatement of the Financial Statements and 
an Emphasis-of-Matter Paragraph Because 
There Is Uncertainty Relating to a Pending 
Unusually Important Litigation Matter 
Circumstances include the following: 

¢ Audit of a complete set of general purpose finan- 
cial statements (single year) prepared in accor- 
dance with accounting principles generally 
accepted in the United States of America. 

e Inventories are misstated. The misstatement is 
deemed to be material but not pervasive to the 
financial statements. 

e There is uncertainty relating to a pending 
unusually important litigation matter. 

e The auditor's report includes a qualified opin- 
ion and also includes an emphasis-of-matter 
paragraph. 


INDEPENDENT AUDITOR’S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements’ 

We have audited the accompanying financial state- 
ments of ABC Company, which comprise the bal- 
ance sheet as of December 31, 20X1, and related 
statements of income, changes in stockholders’ 
equity and cash flows for the year then ended, and 
the related notes to the financial statements. 


Management's Responsibility for the Financial 
Statements : 

Management is responsible for the preparation and 
fair presentation of these financial statements in 
accordance with accounting principles generally 
accepted in the United States of America; this 
includes the design, implementation, and mainte- 
nance of internal control relevant to the preparation 
and fair presentation of financial statements that are 
free from material misstatement, whether due to 
fraud or error. 


Auditor’s Responsibility 

Our responsibility is to express an opinion on these 
financial statements based on our audit. We con- 
ducted our audit in accordance with auditing stan- 
dards generally accepted in the United States of 
America. Those standards require that we plan and 
perform the audit to obtain reasonable assurance 
about whether the financial statements are free from 
material misstatement. 


1. The subtitle “Report on the Financial Statements” is unnecessary 
in circumstances when the second subtitle, “Report on Other Legal 
and Regulatory Requirements,” is not applicable. 
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An audit involves performing procedures to 
obtain audit evidence about the amounts and dis- 
closures in the financial statements. The procedures 
selected depend on the auditor's judgment, 
including the assessment of the risks of material 
misstatement of the financial statements, whether 
due to fraud or error. In making those risk assess- 
ments, the auditor considers internal control rele- 
vant to the entity’s preparation and fair presentation 
of the financial statements in order to design audit 
procedures that are appropriate in the circum- 
stances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal 
control.’ Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriate- 
ness of accounting policies used and the reasonable- 
ness of significant accounting estimates made by 
management, as well as evaluating the overall pres- 
entation of the financial statements. 

We believe that the audit evidence we have 
obtained is sufficient and appropriate to provide a 
basis for our qualified audit opinion. 


Basis for Qualified Opinion 

The Company has stated inventories at cost in the 
accompanying balance sheet. Accounting principles 
generally accepted in the United States of America 
require inventories to be stated at the lower of cost 
or market. If the Company stated inventories at the 
lower of cost or market, a write down of $xxx would 
have been required as of December 31, 20X1. 
Accordingly, cost of sales would have been increased 
by $xxx and net income, income taxes, and stock- 
holders’ equity would have been reduced by $xxx, 
$xxx, and $xxx, as of and for the year ended 
December 31, 20X1, respectively. 


Qualified Opinion 

In our opinion, except for the effects of the matter 
described in the Basis for Qualified Opinion para- 
graph, the financial statements referred to above 
present fairly, in all material respects, the financial 
position of ABC Company as of December 31, 
20X1, and the results of its operations and its cash 
flows for the year then ended in accordance with 
accounting principles generally accepted in the 
United States of America. 


Emphasis of Matter 

As discussed in Note X to the financial statements, 
the Company is a defendant in a lawsuit [briefly 
describe the nature of the litigation consistent with the 
Company's description in the note to the financial state- 
ments]. Our opinion is not modified with respect 
to this matter. 





2. In circumstances when the auditor also has responsibility to ex- 
press an opinion on the effectiveness of internal control in conjunc- 
tion with the audit of the financial statements, this sentence would 
be worded as follows: “In making those risk assessments, the audi- 
tor considers intemal control relevant to the entity’s preparation and 
fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances.” In addition, 
the next sentence, “Accordingly, we express no such opinion,” would 
not be included. 





Report on Other Legal and Regulatory 
Requirements 

[Form and content of this section of the auditor's 
report will vary depending on the nature of the audi- 
tor’s other reporting responsibilities. ] 


[Auditor’s signature] 


[Auditor's city and state] 
[Date of the auditor's report] 


Al4. 

EXHIBIT B: LIST OF STATEMENTS ON 

AUDITING STANDARDS CONTAINING 

REQUIREMENTS FOR EMPHASIS-OF- 

MATTER PARAGRAPHS (Ref: par. 2) 

This exhibit identifies paragraphs in other 

Statements on Auditing Standards (SASs) in effect 

for audits of financial statements for periods end- 

ing on or after December 15, 2012, that require the 

auditor to include an emphasis-of-matter paragraph 

in the auditor’s report in certain circumstances. The 

list is not a substitute for considering the require- 

ments and related application and other explana- 

tory material in SASs. 

¢ Paragraphs .12—.16 of AU section 341, The 
Auditor’ Consideration of an Entity’s Ability to 
Continue as a Going Concern’ (AICPA, Professional 
Standards, vol. 1) 

¢ Paragraph 20 of the clarified SAS Special 
Considerations—Audits of Financial Statements 
Prepared in Accordance With Special Purpose 
Frameworks 

* Paragraphs 8—9 and 11—13 of the proposed SAS 
Consistency of Financial Statements 


Al5. 

EXHIBIT C: LIST OF STATEMENTS ON 

AUDITING STANDARDS CONTAINING 

REQUIREMENTS FOR OTHER- 

MATTER PARAGRAPHS (Ref: par. 2) 

This exhibit identifies paragraphs in other 

Statements on Auditing Standards (SASs) in effect 

for audits of financial statements for periods end- 

ing on or after December 15, 2012, that require the 

auditor to include an other-matter paragraph in the 

auditor's report in certain circumstances. The list is 

not a substitute for considering the requirements 

and related application and other explanatory mate- 

rial in SASs. 

¢ Paragraph .11 of SAS No. 118, Other Information 
in Documents Containing Audited Financial 
Statements (AICPA, Professional Standards, vol. 1, 
AU sec. 550) 

¢ Paragraph .09 of SAS No. 119, Supplementary 
Information in Relation to the Financial Statements 
as a Whole (AICPA, Professional Standards, vol. 1, 
AU sec. 551) 





1. The requirement to include an emphasis-of-matter paragraph is 
expected to be included in the proposed Statement on Auditing Stan- 
dards Going Concern when AU section 341, The Auditor's Considera- 
tion of an Entity’ Ability to Continue as a Going Concern (AICPA, Pro- 
fessional Standards, vol. 1), is drafted for clarity and convergence with 
International Standard on Auditing 570, Going Concern. 
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° Paragraph: 07 of SAS No. 120, Required 
Supplementary Information (AICPA, Professional 
Standards, vol. 1, AU sec. 558) 

° Paragraphs 54--55 and 57—58 of the clarified SAS 
Forming an Opinion and Reporting on Financial 
Statements 

¢ Paragraph 21 of the clarified SAS Special 
Considerations—Audits of Financial Statements 
Prepared in Accordance With Special Purpose 
Frameworks 

* Paragraph 10 of the proposed SAS Reporting on 
Compliance With Aspects of Contractual Agreements 
or Regulatory Requirements in Connection With 
Audited Financial Statements 


Al6. 

EXHIBIT D: COMPARISON OF 
STATEMENT ON AUDITING 
STANDARDS EMPHASIS-OF-MATTER 
PARAGRAPHS AND OTHER-MATTER 
PARAGRAPHS IN THE INDEPENDENT 
AUDITOR’S REPORT WITH 
INTERNATIONAL STANDARD ON 
AUDITING 706, EMPHASIS OF 
MATTER PARAGRAPHS AND OTHER- 
MATTER PARAGRAPHS IN THE 
INDEPENDENT AUDITOR’S REPORT 


AICPA) 





OFFICIAL RELEASES 


This analysis was prepared by the Audit and 
Attest Standards staff to highlight substantive 
differences between Statement on Auditing 
Standards (SAS) Emphasis-of-Matter Paragraphs 
and Other-Matter Paragraphs in the Independent 
Auditor's Report and International Standard on 
Auditing (SA) 706, Emphasis of Matter 


Paragraphs and Other Matter Paragraphs in the 
Independent Auditor’s Report, and the rationale 
therefore. This analysis is not authoritative and 
is prepared for informational purposes only. It 
has not been acted on or reviewed by the 
Auditing Standards Board (ASB). 





The ASB has made various changes to the language 
throughout the SAS Emphasis-of-Matter Paragraphs 
and Other-Matter Paragraphs in the Independent 
Auditor's Report, as compared with ISA 706. Such 
changes have been made to use terms applicable in 
the United States and to make the SAS easier to read 
and apply. The ASB believes that such changes will 
not create differences between the application of ISA 
706 and the application of the SAS. 
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Positions Available 


Business Valuation/Litigation Support Manager 
(Southern New Jersey). We are expanding our Business 
Valuation and Litigation Support Services department and 
are looking for a strong, professional-level individual (i.e. 
CPA, ABV) to take it to the next level. This will evolve into a 
#1 position in a couple of years. Though we have established 
our presence within the community for over 50 years, this 
is an aggressive effort to expand our practice in this area. If 
you feel limited in your current position, we have the 
resources to help you broaden your responsibilities. All 
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Paperback 990021 
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This 2009 COSO document 
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enterprise risk management 
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available for sale on 
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Be sure to tell your 
colleagues and clients 
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benefits of shopping on 
Amazon.com, including 
flexible shipping options, 
quick delivery, and 
safe and secure 
online shopping. 
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THE LAST WORD 


One of the more rewarding aspects of my job as a partner 
with Baker Tilly is the opportunity to attend many business 
and civic events within the Madison (Wis.) community. This 
allows me to go to events that often feature outstanding speak- 
ers. I enjoy these outings; they fulfill a professional curiosity to 
learn something new. It was one of these events that led to my 
decision to donate a kidney through the University of Wisconsin 
(UW) Hospital and Clinics’ organ transplant program. 


In the fall of 2009, a monthly breakfast meeting of Downtown 
Madison Inc. showcased speakers from the National Kidney 
Foundation and the UW transplant team, who spoke about 
the U.S. Transplant Games. The games, which were scheduled 
in Madison during the summer of 2010, are four days of 
Olympic-type competitions, open to any athlete who has received 
a lifesaving organ transplant. I was surprised to learn that, at any 
given time, about 100,000 people are on a waiting list to receive 
a transplant. About 80% of them need a kidney. 


| guess the enormity of the problem weighed on me. Over 
the years, I've experimented with different ways of giving back 
and helping others. A few days after that breakfast, I went online 
to the UW transplant website to research kidney transplanta- 
tion, especially from the donor's perspective. I wanted to know, 
“Did donating shorten life span? Would it compromise my qual- 
ity of life? What were the risks?” 


Through my research | learned that UW medical trans- 
plant teams perform about 300 kidney transplants a year. 
About 200 of the donated kidneys 
are from deceased donors. More 
than 90 are from living donors, 
such as siblings or parents. The 



















Danny Andersen, CPA 

Partner, 

Baker Tilly Virchow Krause LLP 
Madison, Wis. 


remaining few are from “humanitarian” donors, a nice way of 
saying living strangers. 


| let the idea of becoming a humanitarian donor percolate 
for a while. In April I finally contacted the UW transplant office 
to begin the process of becoming a donor. That meant blood 
work, a CT scan, other tests, and lots of conversations with psy- 
chologists and sociologists, who made sure I was of sound mind 
and understood what I was doing. 


Aside from my wife, Linda (who was concerned about the 
risks but was resigned to my decision), | didn’t tell anyone— 
not friends, colleagues or even our three adult children— 
about my decision until two days before | went into the hos- 
pital. I didn’t want people “admiring” me for doing this; I wasn’t 
doing it for my ego. I was doing it to help solve a problem. 


On Dec. 10, 2010, | got a call that my kidney was needed on 
Dec. 16. Despite all the preparation and testing, I still went to 
the hospital rather naively: I honestly believed I would be dis- 
charged from the hospital in two days, even though I was told 
it would be three or four. Unfortunately, 1 experienced some 
painful complications. The normal three-hour surgery lasted 
six, and I had to remain in the hospital for almost a week. 
Thankfully, once I came home, my health accelerated very 
quickly to full recovery. 


What | really underestimated was the reaction of folks. I can't 
tell you how many heartwarming cards, letters, e-mails and con- 
versations | received. I also can’t say enough about the support 
I received from Baker Tilly. I can truly say that my firm lives by 
the values of integrity, passion and stewardship. To the firm, 
donating a kidney was a form of giving back. 


Giving the gift of life to someone | may never meet is a mar- 
velous feeling and puts things in perspective. I encourage 
others to consider giving this gift, but I know that not everyone 
can. The next best thing? Put that sticker on your driver’s 
license, designate yourself an organ donor, and register online at 
donatelife.net. 
—As told to Linda Segall, linda@segallenterprises.com, 
a freelance writer from Jacksonville, Fla. 








For more information on becomin in or an donor, 
1 Be to. organdonor. gov, or for kidr 
_ National Kidney Found. io: 
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